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MESSAGE FROM THE OMBUDSMAN

PART I: OVERVIEW

The Office of the Comptroller of the Currency
(OCC) established the Office of the
Ombudsman in 1993. The Office of the
Ombudsman was created to provide a method
to resolve disputes that persist despite efforts to
resolve them at the operational level. At the
OCC, the ombudsman has decision-making
authority to resolve appeals and functions
similar to that of a binding arbitrator. This
authority ensures the success of the process by
assuring parties that appeals would be resolved
in an objective, nonretaliatory manner. The
OCC’s Office of the Ombudsman operates
independently, outside the agency’s bank
supervision function.

National Bank Appeals Process

      Administration of the National Bank
Appeals Process remains a central focus of the
Office of the Ombudsman. As of June 30, 1998,
the ombudsman has received 84 formal appeals
dealing with more than 250 separate actionable
issues. Resolution of the issues and concerns
identified in the appeals process is an absolute.
However, the true benefit of the appellate
process radiates from the extraction of lessons
learned from the facts and circumstances. These
systemic benefits allow the OCC to refine and
polish applicable policies, processes, and
procedures, thereby yielding dividends to the
industry and to the agency.
      Work within the appellate arena is
multifaceted and extends beyond the simple
resolution of individual appeals and complaints.
Bankers continue to use this easily accessible
forum to discuss issues and problems
confidentially, brainstorm options, and seek
advice. Similarly, OCC examiners and other
staff involved in bank supervision efforts
routinely contact our office. During the past 18
months the ombudsman’s office received 282
contacts from bankers or others involving issues
that could be resolved without the filing of a
formal appeal. The independence and objectivity
we offer often facilitates a timely solution to
problems and concerns by identifying the
appropriate decision makers and technical
experts, making focused queries, or cutting red
tape. Direct communication between the banker

and the examiner is critical to the success of
OCC’s examination efforts. When differences
of opinion arise, every effort should be made to
resolve those issues directly between the banker
and the examiner. In those instances when
agreement is not possible, I encourage early
contact because it frequently results in an
amicable and measured resolution to the
identified concerns, thereby alleviating the
need for a formal appeal. Obviously, informal
efforts are not always successful, thereby
resulting in certain cases being submitted as
formal appeals.
      Issues arising in the appellate arena have
changed since the previous Report of the
Ombudsman: 1995–1996. During the past 18
months, there has been a marked increase in
appeals dealing with component and composite
CAMELS ratings [based on capital, asset quality,
management, earnings, liquidity, and sensitivity
to market risk (CAMELS)], as well as
Community Reinvestment Act (CRA) ratings.
Previously, appeals relating to violations of law
and accounting issues predominated.
      Increased appellate activity relating to
composite and component CAMELS ratings
may have been influenced by revisions to the
Uniform Financial Institutions Rating System
(UFIRS) made by the Federal Financial
Institutions Examination Council (FFIEC),
which became effective January 1, 1997.
Among other things, these revisions placed
increased emphasis on the quality of risk
management practices in each of the rating
components and explicitly identified risks to be
considered in assigning component ratings.
New CRA regulations were also implemented
during this period and their application may
have contributed to the increase in the number
of appeals in the CRA arena. During this
period, the ombudsman’s office also received
three appeals involving possible fair lending
violations. Whenever the OCC has reason to
believe that an institution has violated any fair
lending laws, the agency is obligated to refer
the matter to the U.S. Department of Justice in
accordance with 15 USC 1691 3(g) and to
inform the U.S. Department of Housing and
Urban Development in accordance the agency
responsibilities under Executive Order 12892.
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Customer Assistance Group

      While administration of the National Bank
Appeals Process remains a key component of the
OCC’s ombudsman operation, in June 1997 the
ombudsman also assumed responsibility for
supervision and administration of OCC’s
customer assistance function, which has now
been centralized in the ombudsman’s Houston
office. A comprehensive review and study of best
practices was conducted of private and public
sector complaint processing organizations. The
Customer Assistance Group (CAG) receives and
takes appropriate action on complaints directed
against national banks and their subsidiaries by
its customers. Because the appellate process and
the customer assistance function both share
complaint resolution and delivery of high-
quality customer service as a mutual objective,
aligning them under the same umbrella
represented a logical strategic move for the
agency.
      On April 13, 1998, the Customer Assistance
Group (CAG) implemented new processes
intended to deliver best-in-class service to
customers of the CAG. For example, the
creation of a call center with trained professional
staff and a technological platform of equipment,
including an automated call distribution (ACD)
process and a paperless electronic case
management system have given us the ability to
deliver high-quality service. The initial results
have met our expectations and evidence a
significantly enhanced ability to deliver quality
service to each of our constituents: customers of
national banks, the banks themselves, and other
OCC divisions, particularly those directly
involved in bank supervision. Greater detail on
our first quarter operations is provided later is
this report in Part III.

Bank Examination Questionnaire

      The OCC continues to solicit feedback from
bankers through the examination questionnaire
to assess how well the agency is meeting its
objectives and to determine how it can improve

the effectiveness of bank supervision. Since the
questionnaire’s inception in July 1995,
collection and analysis of the questionnaire has
been administered by our office to protect the
confidentiality of responses and to ensure that
feedback received would not be used in
evaluating the performance of individual
examiners. This process continues to provide us
with a source of frank comments, suggestions,
and recommendations that are used to better
administer our supervisory efforts. The actual
questionnaire was recently revised for use in
examinations starting on July 1, 1998. The
revised questionnaire now has two versions: one
is for community and mid-size banks, where
standalone examinations are conducted, and one
for large banks where various activities are
conducted throughout the supervisory cycle
(continuous supervision). The revised
questionnaire has added a section designed to
help measure the effectiveness of the OCC’s
overall supervision and two narrative questions
to provide information on the critical skills of
examiners.
      This is our third Report of the Ombudsman.
It is again being provided to all national banks,
federal agencies and branches of foreign banks,
and other interested parties. The report includes
separate sections that describe the appeals
process, the Customer Assistance Group, and
the results of an analysis of the examination
questionnaires. It also contains some basic
statistics describing appeal activity to date, all
appeal summaries issued during the last 18
months, and an appendix section containing the
OCC Bulletin 96–18 on the National Bank
Appeals Process and the examination
questionnaire used until June 30, 1998.

Samuel P. Golden
OCC Ombudsman
1301 McKinney Street, Suite 3725
Houston, TX 77010–3034
(713) 336-4350
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Comptroller of the Currency Eugene A. Ludwig
established the National Bank Appeals Process in
June 1993. The effectiveness of the Office of the
Comptroller of the Currency’s (OCC’s) process
contributed to a congressional mandate that all
federal banking agencies establish their own
appeals process. In September 1994, President
Clinton signed into law section 309(a) of the
Riegle Community Development and
Regulatory Improvement Act of 1994.
      The OCC Bulletin 96–18, “National Bank
Appeals Process” (February 23, 1996), describes
the OCC’s policy regarding its appeals process.
See the appendix to this report for a copy of this
bulletin.

Mission Statement: To administer an appeals
process that ensures national banks a fair and
expeditious review of agency decisions and
actions, and that disadvantages no one.

• OCC’s core philosophy is to resolve disputes
in an amicable, informal manner.

• The ombudsman’s objective is to seek an
agreeable resolution to any dispute on an
informal basis.

• When an informal resolution is not possible,
national banks are encouraged to seek further
review of the OCC decision or action in
dispute.

Vision Statement: The ombudsman seeks to
facilitate the evolution of a safe and sound
banking system by stimulating decision makers
throughout the organization to raise the
standard for effective bank supervision.

Objectives of the Office of the Ombudsman:
• To enhance the effectiveness of bank

supervision
• To improve communications
• To promote consistency
• To underscore professionalism

Guiding Principles:
• No retribution
• Independent
• Common sense
• Accessible
• Safe and sound

HOW TO FILE AN APPEAL

If a national bank and the supervisory office
cannot resolve a dispute arising out of the
supervisory process through informal
discussions, the OCC encourages national banks
to seek further review of the matter through the
National Bank Appeals Process. The
ombudsman has authority, with the prior
consent of the Comptroller, to supersede any
appealable agency decision or action in the
resolution of an appealable matter. An
appealable matter is any agency decision or
action except: 1) appointment of receivers and
conservators, (2) preliminary examination
conclusions, 3) enforcement-related actions, 4)
formal and informal rulemakings, and 5)
Freedom of Information Act (FOIA) requests.
      The OCC established the National Bank
Appeals Process for the express purpose of
providing an independent, alternate avenue for
handling matters on which reasonable people
disagree. Appeals to the Office of the
Ombudsman not only benefit the individual
bank filing the appeal, but also provide systemic
benefits to all national banks and the OCC by
bringing issues to the attention of the agency.
      A national bank may seek review of
appealable matters by filing an appeal with either
the ombudsman or the bank’s immediate
supervisory office. The bank should submit
information in writing fullpy describing the
matter(s) in dispute. In the absence of any
extenuating circumstances, the OCC official will
issue a written response to the appeal within 45
calendar days of receipt. If a bank files the
appeal with its immediate supervisory office and
is dissatisfied with the appeal decision, it may
further appeal the matter to the ombudsman.

THE APPEALS PROCESS:
MISSION, VISION, AND OBJECTIVES

PART II: THE APPEALS PROCESS

• Neutral
• Confidential
• Creative
• Timely
• Fair

If you would like more information about the
National Bank Appeals Process or would like to
discuss an agency decision or action, contact
Samuel P. Golden at:

Office of the Ombudsman
1301 McKinney Street, Suite 3725
Houston, TX 77010-3034
Telephone: (713) 336-4350
Fax: (713) 336-4351
E-mail: Samuel.Golden@occ.treas.gov
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SYSTEMIC BENEFITS
OF THE APPEALS PROCESS

The OCC staff at all levels, departments, and
locations aspire to achieve 100 percent effective,
professional supervision of national banks. Like
any organization, however, the OCC is not
perfect and continually strives to improve.
Through the appeals process, the ombudsman
views disputes from both perspectives—banker
and regulator. Although formal appeal cases
represent only a fraction of the bank supervision
decisions the OCC makes each year, the lessons
learned in these cases reinforce fundamental
principles that are critical to effective bank
supervision. While some of the lessons learned
remain basic, continuous reiteration of these
fundamental principles serve an invaluable role
in our agency’s effort to deliver consistent and
high-quality bank supervision. Some of the
lessons learned are as follows:

Judgment

The decisions and actions of the OCC should
be based on sound reasoning, practical
application, and common sense.
      On-site examiners make many decisions
throughout the examination process. Although
many decisions are routine, examiners should
discuss material conclusions with the
appropriate supervisory office staff prior to
delivery of the conclusions to bank
management. When a decision is subject to
further review or the conclusion is controversial,
discussions with all involved parties within the
agency should take place prior to
communicating it to the bank. Additionally,
when decisions are communicated to the bank,
the agency should speak with a single voice.
      Bank supervision decisions should reflect a
bank’s unique circumstances—one size does not
fit all.

Communication

Listening conscientiously is a crucial skill for
facilitating effective resolution of disputes.
      Examiners should ensure bank management
understands the supervisory decision before the
examination concludes. While bankers may not
always agree with OCC decisions, the examiners
should always describe and clarify the basis for
the decisions. In any form of communication, it
is important to remain objective and stay
focused on significant issues.

      When a regulation or policy changes, it is
imperative that the agency interpretation be
consistently communicated to the industry and
examiners.
      The supervisory office should acknowledge
all written submissions from banks. If
correspondence is not acknowledged,
management and the board of directors tend to
think that the information is not considered.

Supervision

When approval is granted for limited purpose
designation, the correspondence to the bank
must address how the bank will be evaluated
during their next Community Reinvestment Act
(CRA) examination.
      When considering the availability and
accessibility of CRA Public Evaluations (PEs),
consistent evaluation of similarly situated
institutions under the regulation is clearly
warranted. Through the appellate process it was
found that additional consistency was needed in
the evaluation and application of the CRA
regulation. The agency provided additional
training to CRA specialists, to be shared with
the other members of the staff evaluating the
bank’s compliance with the regulation.
      Effective discussion of issues during
quarterly supervisory reviews is essential.
Examiners should discuss the effects of strategic
changes with bankers in order to promote
satisfactory results.
      When a potential fair lending violation is
identified during an examination, a bank is
given a 30-day opportunity to submit any
additional information it wishes to be
considered. Although these submissions were
always fully reviewed and considered,
historically the agency has not formally
acknowledged their submission. After several
banks expressed a concern that the submissions
were not considered, it was decided that receipt
of future submissions would be acknowledged.

Assigning Ratings

The impact of consistency in assigning ratings
has increased in recent years. Federal Deposit
Insurance Corporation premiums are tied to
composite CAMELS (capital, asset quality,
management, earnings, liquidity, and sensitivity
to market risk) ratings; poorer ratings equate to
higher premiums. The CRA evaluations are
published and may affect public perception.
Therefore in assigning ratings, examiners should

PART II
THE APPEALS PROCESS
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use balanced judgment in assessing facts and
considering individual merits of a situation.
      A CRA examination generally should not be
conducted in banks with a composite CAMELS
rating of 5. In assessing a bank’s CRA
performance, the institution’s capacity and
constraints, including its size and financial
condition, the economic climate (national,
regional, and local), safety and soundness
limitations, and any other factors that
significantly affect the bank’s ability to provide
credit, investments, or services in its assessment
area is considered in the performance context of
the bank. If the viability of the bank is at risk,
the management team and board of directors
must focus their primary attention on the
financial condition of the bank.
      The Federal Financial Institutions
Examination Council (FFIEC) approved an
updated Uniform Financial Institutions Rating
System effective January 1, 1997. The new
definitions place increased focus on the quality
of risk management practices and processes in
each of the rated components. The OCC
examiners have been actively encouraged to be
proactive in their consideration of these
processes in arriving at component CAMELS
ratings.
      Consistent application of the CRA
regulation by federal banking agencies is critical
in assigning CRA ratings, especially for banks
located in the same or similar communities.

Taking Corrective Action

Although the Office of the Ombudsman is
specifically precluded from hearing appeals on
enforcement actions, the ombudsman’s
experience over the past three years has revealed
how critical it is for bank supervisors to
understand and correctly use the various
enforcement tools available to the OCC. An
enforcement action is only effective when used
in the appropriate setting, at the appropriate
time, and for an appropriate purpose. The
OCC’s general policy is stated in the OCC
Policies and Procedures Manual issuance, PPM
5310-3 (REV), “Policy for Taking Corrective
Action” (November 19, 1993).1  This issuance
emphasizes the importance of clearly identifying
and communicating the OCC’s assessment of a
bank’s condition and correcting weaknesses at an
early stage and taking the least formal action
appropriate to a situation that ensures timely
and effective resolution. An action should be
removed when a bank has sufficiently complied
with the specific provisions contained in the
action. An enforcement action should be used
only to accomplish the originally intended
purpose and not as leverage for additional
changes.

Appeal Activity by Year

Following is Table 1 showing the cumulative
appeal activity for 1993 through June 30, 1998.
This includes formal appeals as well as formal
inquiries and other contacts.

1A copy of this PPM issuance
may be obtained, under the
Freedom of Information Act,
by faxing your request to OCC
Communications, Public
Information Room, (202)
874–4448. If you prefer, you
may also send a request by
mail to OCC
Communications, Public
Information Room, 250 E
Street, SW, Washington, D.C.
20219-0001, or by e-mail to
Kevin.Satterfield@occ.treas.gov.

PART II
THE APPEALS PROCESS
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CUSTOMER ASSISTANCE GROUP:
MISSION

PART III: CUSTOMER ASSISTANCE GROUP

The Customer Assistance Group (CAG) pro-
vides high-quality service to internal and
external customers by:

• Educating consumers on banking laws and
regulations, interaction with national banks,
and the OCC’s responsibility to investigate
complaints;

• Ensuring bank customers receive equitable
treatment in processing complaints by facili-
tating communication, when errors or viola-
tion of national banking laws and regulations
are identified;

• Handling most consumer complaints and
inquiries on our toll-free hotline;

• Analyzing complaint trends for consideration
when developing bank supervision policy; and

• Providing national banks and consumers with
complaint information.

REORGANIZATION AND STATUS

The OCC reorganized its Customer Assistance
Group (CAG) and relocated it to the
ombudsman’s office in Houston, Texas. The
CAG is responsible for receipt and processing of
consumer complaints received against national
banks. Because the appellate process and the
CAG function both share complaint resolution
and high-quality customer service as mutual
objectives, aligning them makes strategic sense
to the agency.

Reorganization

In April 1997, a team was assembled to fully
investigate and research this function and to
make recommendations addressing how we
could efficiently deliver this service in a practical
and functional manner that suits the OCC’s
long-term needs. The team carefully considered
several options, from a completely centralized
function to a partially consolidated operation.
They also investigated the merits of keeping a
centralized call center or combining that func-
tion with the written complaint process.

Clearly, we based the decision on many vari-
ables, balancing the impact on the existing staff
with the need to design an efficient process that
delivers best-in-class customer service.
      The ability to deliver this service in a way
that satisfies our congressional mandate, reduces
burden upon the industry, and considers cost
implications was necessary. The reorganization
and relocation to Houston not only encom-
passed significant technological enhancements
but facilitated integration of this function into
the OCC’s bank supervision mission.

Status

During the CAG’s first three months of opera-
tion, the volume of customer calls increased
significantly from 5,451 calls in April to more
than 8,000 calls in June. At the same time, the
average hold time decreased from 1 minute 40
seconds to 55 seconds—a marked improvement
in overall response times (see Figures 1 and 2).
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PART III
CUSTOMER ASSISTANCE GROUP

Written complaints involving national banks
increased to approximately 3,500 a month,
which is significantly higher than the volume in
1997. With the implementation of an improved
case management system using imaging technol-
ogy, streamlined work rules, and a better trained
and supervised staff, our goal is to resolve most
consumer complaints within 30 days.

Initiatives

Several additional initiatives are in process for
the remainder of 1998. These include a new
customer brochure and an improved Internet
site. Several outreach meetings are planned with
the industry, banking associations, and con-
sumer-based organizations.
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RESULTS OF THE

EXAMINATION QUESTIONNAIRE

PART IV: RESULTS OF THE EXAMINATION QUESTIONNAIRE

BACKGROUND

The OCC is committed to providing quality
bank supervision to all financial institutions
subject to its regulatory authority. This commit-
ment is built into OCC’s mission statement and
carried out through the agency’s establishment
of annual objectives. Management specifically
included the development of effectiveness
measures as one of OCC’s 1997 and 1998
Priority Objectives. One of the tools used by
OCC to measure the effectiveness of the super-
visory process is the examination questionnaire,
which is attached to each Report of Examina-
tion. This questionnaire is designed to gather
candid and timely feedback from bankers on
OCC’s supervisory efforts. The information we
receive from these questionnaires provides OCC
management with an indication of OCC’s
overall effectiveness, and also allows the OCC to
refine and enhance the quality of supervisory
efforts. The purpose of this section is to present
the findings of the most recent analysis of
examination questionnaires. It discusses results
for the agency as a whole.
      To assure bankers that OCC is interested in
frank comments, the administration of this
entire process is assigned to the Office of the
Ombudsman. By providing complete indepen-
dence and confidentiality, this assignment
alleviates bankers’ concerns with retaliation or
retribution. This also reassures examiners that
the questionnaires will not be used for perfor-
mance management.
      While there is comfort in the overall positive
tone of the responses, constructive feedback was
also given that enables the agency to refine and
further enhance the quality of our supervisory
efforts. The ombudsman and the assistants to
the ombudsman review each questionnaire.
Based on the comments received from indi-
vidual respondents, a decision is made on
whether further contact with the banker is
warranted. To date, roughly 7 percent of the
respondents have been contacted for clarifica-
tion, additional details, or follow-up. Confiden-
tiality is a core element of this entire process.
Copies of the questionnaires are not available to
anyone outside of the Office of the Ombuds-
man.

Response Rate

      Each quarter, the ombudsman’s office
compares the number of reports of examination
(ROEs) mailed to banks with the number of
questionnaires received to track the response
rate. Because questionnaires, in general, are not
viewed positively, response rates usually are low.
However, the response rate to OCC’s question-
naire has been very good. For the four quarters
between January 1, 1997 and December 31,
1997, the agency mailed 2,103 questionnaires
and the ombudsman’s office received 1,337
questionnaires.  As shown in Figure 3 this is a
response rate of 64 percent.

      Moreover, a significant number of respon-
dents also provided detailed narrative comments
to accompany the completed questionnaires.
Approximately 65 percent of the respondents
provided narrative comments to further clarify
their responses. While the confidentiality of the
respondent is maintained, comments that
bankers included on the questionnaires are
detailed in this report.

RESULTS AND RECOMMENDATIONS

The questionnaires asked respondents to rate the
OCC on a scale of 1 (completely agree) to 5
(completely disagree) on 12 questions related to
the professionalism and responsiveness of
examiners, the reasonableness of the examina-
tion scope, and the appropriateness and clarity
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of exam conclusions. In addition, the question-
naire contains two narrative questions requesting
feedback on the most and least useful aspects of
the examination. As shown in Figure 4, of the
1,337 questionnaires returned from banks, 914
(68 percent) provided feedback on the most
useful aspects of the examination, while 267 (20
percent) of the 1,337 commented on the least
useful aspects of the examination.

      Three hundred forty-four individual bankers
commented that the most beneficial aspect of
the examination was the usefulness of the
feedback, observations, suggestions, or answer-
ing of questions that occurred during the time
examiners were on-site. The most common least
useful aspect of the examination was burden
associated with Community Reinvestment Act
(CRA) and compliance examinations.

      As shown in Table 2, bankers nationwide
gave the OCC favorable ratings. The average
rating on all 12 questions in the aggregate was
1.27. The average scores on the 12 individual
questions ranged from 1.10 to 1.45. Table 2
provides the average ratings for each of the
questions. During the past 12 months, on an
agency-wide basis, the average ratings remained
stable. The most favorable scores continued to
be received on questions 3 and 4 dealing with
the professionalism of the EIC and the examina-
tion team. Because of the emphasis the agency
has placed on examiners’ professionalism, it
speaks well for the staff that these two questions
continue to receive the most favorable ratings.
The least favorable score was received on
question 6, which evaluates the EIC’s and
examination team’s presentation of well-sup-
ported conclusions regarding the condition of
the bank. Bankers voiced their concerns when
examiners did not present conclusions that were
well supported and accurate. These ratings
reinforce the importance of examiners thor-
oughly reviewing pertinent facts before making
conclusions and recommendations. Examiners
should be able to clearly explain conclusions to
bankers, as well as why specific corrective actions
are being recommended. Recommendations
should address the root causes of identified
weaknesses, and should be tailored to the bank’s
specific situation. Issues not fully explored and
general statements without proper support can
lead to inaccurate analysis and erroneous results.
      This is the first year since the inception of
the questionnaire that question 12 did not
receive the least favorable score. Question 12
evaluates the examiners’ administration of
examination activities without placing an undue
burden on the bank.
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APPEAL SUMMARIES

PART V: APPEAL SUMMARIES

To help share the lessons learned from formal
appeals, appeal summaries are prepared for each
formal appeal received in the ombudsman’s
office. The appeal summaries give the basic facts
of the formal appeal without identifying the
appealing  institution. Each summary has a
background, discussion, and conclusion section
and describes the basic issues being appealed.
Included in this section are the appeal
summaries for the formal appeals that were
resolved during the past 18 months. Included
are appeals of five CRA ratings, four composite
CAMELS ratings, three potential violations of
fair lending laws, two classifications of credit,
and one accounting issues. All of the appeal
summaries were originally published in the
OCC’s Quarterly Journal.

CRA RATINGS

Appeal of “Satisfactory” CRA Rating—
Lending Test Rating

Background

      A formal appeal was filed concerning a
bank’s Community Reinvestment Act (CRA)
rating of “Satisfactory Record of Meeting
Community Credit Needs.” The bank’s final
rating was determined based on the examiner’s
assignment of the following individual ratings
for each of the three test areas:

Lending Test: High Satisfactory
Investment Test: Low Satisfactory
Service Test: Outstanding

      Management appealed the rating of “High
Satisfactory” on the lending test. They stated in
the appeal that their performance under this test
should have been rated “Outstanding,” which
would have then resulted in an overall
“Outstanding” CRA performance rating. The
bank’s previous CRA rating had been
“Outstanding” and management felt that they
continued to warrant the higher rating.
      While management understood the
methodology used for analyzing performance
under the lending test, they believe that an
adjusted median family income (MFI) figure

should be used that is more representative of the
bank’s individual assessment area. In particular,
they did not understand why the state-wide
non-metropolitan MFI level was used to test
their performance, instead of their county-
specific MFI level.
      Management feels that county-wide MFI
information is a more appropriate measure to
evaluate their performance under the lending
test for the following reasons:

• The bank’s assessment area is much different
from other parts of the state because of the
city’s low unemployment rates and higher
housing costs; and

• The county-wide MFI number specifically
includes their city (the capital of the state),
where local income levels are positively
affected by state government.

      Management said that if the county-wide
MFI figure was used, their mortgage loan
penetration level to low- and moderate-income
(LMI) borrowers would have equaled the level of
LMI families in the bank’s assessment area.
Based on this fact, management argued that the
bank’s performance under the lending test
should have been rated “Outstanding.”
      Notwithstanding the bank’s confusion on
the MFI evaluation criteria, management was
also concerned about the fairness and
consistency among other bank regulators of
using state-wide or county-wide MFI numbers
when evaluating performance under the service
test. In particular, they provided examples of
other competing financial institutions who were
given overall “Outstanding” CRA ratings
because another federal bank regulator used an
“adjusted” MFI (instead of state-wide numbers)
to support the bank’s penetration figures.

Discussion

      The basis for using MFI to measure lending
to LMI individuals is contained within 12 CFR
25.12 (b) of the CRA regulation:

(b) Area median income means:
(1) The median family income [MFI] for the
MSA [metropolitan statistical area], if a
person or geography is located in an MSA; or
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(2) The statewide nonmetropolitan median
family income, if a person or geography is
located outside an MSA.

      To reduce burdens on the industry, the
agencies chose to use the MSA MFI level in
metropolitan areas or the state-wide
nonmetropolitan MFI level in rural areas, to
measure lending to individuals of various
income levels. Since the bank’s assessment area is
not part of an MSA, the standard used to
measure the bank’s lending activity to LMI
individuals is the state-wide nonmetropolitan
MFI, as required by the regulation.

Conclusion

      While it is clearly understandable why bank
management believed that use of the state-wide
MFI level is not appropriate for the bank’s
assessment area, there is not a sufficient basis for
making this type of adjustment within the CRA
regulation. However, the regulation does give
examiners guidance to include specific
information about a bank or its assessment area
into the performance context section of the
CRA Public Evaluation, and to use this
information to more accurately and fairly
evaluate a bank’s overall performance.
      During our examination, examiners used the
regulation’s guidance to analyze the bank’s
lending performance giving consideration to the
differences between county-wide and state-wide
MFI levels. Using the state-wide non-
metropolitan MFI level, the bank’s performance
was not representative of the community’s
demographics. To mitigate this finding, the
examiners analyzed the bank’s performance
using county-wide MFI data. When considering
county-wide MFI, the bank’s lending practices
to LMI individuals improved to a level more
comparable to community demographics. While
improved penetration resulted from the use of
county-wide MFI information, the level of the
bank’s lending to LMI individuals never
exceeded the community’s demographics. The
examiners incorporated this analysis into the
performance context and used the results of the
county-wide MFI levels to support a “High
Satisfactory” rating.
      While bank management was correct that
another federal banking agency did in fact, use
an adjusted county-wide MFI, that particular
examination was performed very early in the
regulatory transition from the old to the new
CRA regulation. Unfortunately during that
transitional period, some inconsistencies in the

application of the regulation occurred between
federal agencies. Since that examination, all of
the federal banking agencies have attended joint
CRA training and have worked diligently to
ensure consistent application of the regulation.
      After careful review of the information
submitted in the appeal, the ombudsman
decided that a “Satisfactory” rating accurately
reflected the bank’s CRA performance during
the time period covered in the Public
Evaluation. Although the examiners
appropriately incorporated the differences in
lending performance based on county- and
state-wide MFI levels into the performance
context, and used the analysis to support the
“High Satisfactory” rating, additional detail was
included in the performance context in the CRA
Public Evaluation to support their analysis. At
the request of the ombudsman, representatives
of the OCC contacted bank management in
order to discuss with them what opportunities
are available to enhance the bank’s overall
performance.

Appeal of “Satisfactory” CRA Rating—
Performance Context

Background

      A formal appeal was filed concerning the
bank’s Community Reinvestment Act (CRA)
rating of  “Satisfactory Record of Meeting
Community Credit Needs.” The bank believed
that the rating should be “Outstanding Record
of Meeting Community Credit Needs.”
      The appeal centered on the bank’s assertions
that:

• The OCC placed undue weight on the
application of the “market share test” in
circumstances inappropriate for it;

• The OCC compared the bank’s performance
with some of the largest banks in the United
States, and that this comparison was unfair
and contrary to the CRA regulation; and

• The bank also believed that the OCC was
unaware of many of their unique credit-related
programs that were not fully described in the
Public Evaluation.

Discussion

      The evaluation of a bank’s CRA activities
requires a full understanding of the performance
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context in which it operates. The performance
context considers the economic condition and
demographics of the assessment area,
competition, and the types of products and
services offered by the bank. In the evaluation of
the lending test, a bank’s market share of
HMDA-reported loan activity is only one of the
multiple sources of data considered and
analyzed. Market share is not considered in
isolation, but rather as one of a family of
measures used in the evaluation process.
      In evaluating the bank’s performance under
the “lending test,” the ombudsman’s market
share analyses consistently demonstrated that the
bank served middle- and upper-income
geographies significantly better than low- and
moderate-income geographies within its
markets. The appeal questioned the applicability
of market share analysis because of competition
in low- and moderateincome geographies from
subprime lenders. However, the HMDA data
(e.g., number of lenders doing business in low-
and moderate-income geographies compared to
the number of lenders doing business in more
affluent geographies) indicated that the
competition for loans is much more intense in
middle- and upper-income geographies than in
low- and moderate-income geographies within
its markets. The ombudsman concluded that the
OCC’s market share analyses in the evaluation
process was properly considered with other
pertinent measures of performance in assigning
the “lending test” rating.
      While the CRA activities of other similarly
situated financial institutions were considered,
bank-bybank comparisons are not a component
of the overall rating process. The ombudsman
concluded that the consideration of the activities
of other financial institutions was not a
component of the rating process.
      The ombudsman acknowledged and
appreciated the bank’s overall commitment to
the spirit and intent of the CRA. While the
initiatives and unique credit-related programs
undertaken as part of the CRA program are
noteworthy, the assessment area is a challenge
with unique needs and demands that a financial
institution must convert into positive
opportunities. The bank has been a positive
influence in its market with successful
initiatives; however, there are still obvious gaps
to fill.

Conclusion

      After a detailed and extensive assessment of
all the facts and circumstances surrounding the

appeal, and comparing all of the findings with
the CRA rating guidelines, the ombudsman
determined that the “Satisfactory Record of
Meeting Community Credit Needs” rating as
assigned in the CRA Public Evaluation was
appropriate at the time of the examination. A
formal appeal was filed concerning the bank’s
Community Reinvestment Act (CRA) rating of
“ Satisfactory Record of Meeting Community
Credit Needs.”  The bank believed that the
rating should be “Outstanding Record of
Meeting Community Credit Needs.”

Appeal of “Needs to Improve” CRA
Rating—Limited Purpose Institution

Background

      A formal appeal was received concerning a
bank’s Community Reinvestment Act (CRA)
rating of “Needs to Improve Record of Meeting
Community Credit Needs” (“Needs to
Improve”). The bank is chartered under the
Competitive Equality Banking Act (CEBA) and
engages solely in consumer credit card
operations.  For CRA purposes the bank is
considered a limited purpose bank and is
evaluated under the “community development
test.”
      The bank originally filed an appeal with the
district deputy comptroller, who confirmed the
“Needs to Improve” rating assigned by the
supervisory office. Bank management then
appealed to the ombudsman.
      The bank stated that since it was operating
under both “old and new” CRA regulations
during this evaluation period, that OCC
examiners had not fully considered some of its
CRA initiatives. Specifically, the bank felt its
program to provide credit cards to individuals
living in low- and moderate-income (LMI)
census tracts was not fully considered, although
that activity does not meet the standards under
the “community development test.” In the
appeal letter, management stated that when the
new CRA regulation was published, the bank
considered which evaluation methods would be
the most suitable to their business. The bank
added that of the three possible options, the
large bank and strategic plan methods have clear
minimum transition periods of 12 to 18 months
to allow an institution time to develop and
implement programs to achieve “satisfactory”
performance under the revised standards. The
appeal letter stated that the transition period
under the limited purpose method is unclear.
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The bank related that they had no reason to
think that their lending activities designed for
CRA objectives since the last examination would
not be fully considered, since the bank was
operating under the old provisions of CRA for a
significant portion of the performance period.
In addition, management did not agree that all
of the bank’s community development
investments and services within its assessment
area had been fully considered.

Discussion

      The two issues resulting from the appeal are:

1) If a bank’s designation to a limited
purpose bank falls within the middle of an
evaluation period, under what criteria is the
evaluation based?

2) Did the examiners consider all of the
bank’s community development investments
and services within its assessment area?

      The regulation, 12 CFR 25, states the
following:

12 CFR 25.12—Definitions

      For purposes of this part, the following
definitions apply:

(o) Limited purpose bank means a bank that
offers only a narrow product line (such as
credit card or motor vehicle loans) to a
regional or broader market and for which a
designation as a limited purpose bank is in
effect, in accordance with 25.25(b).

12 CFR 25.25—Community development
test for wholesale or limited purpose banks

(b) Designation as a wholesale or limited
purpose bank. In order to receive a
designation as a wholesale or limited purpose
bank, a bank shall file a request, in writing,
with the OCC, at least three months prior to
the proposed effective date of the
designation. If the OCC approves the
designation, it remains in effect until the
bank requests revocation of the designation
or until one year after the OCC notifies the
bank that the OCC has revoked the
designation on its own initiative.

      The regulation provides for a bank to make
an alternative election under a strategic plan;

however, it stipulates that the bank will have to
be operating under an approved plan for at least
one year before being assessed under the plan.
The large bank method allowed for institutions
to elect to operate under the old standards for
18 months—the time between the January 1996
effective date on which to begin collecting data
and the July 1997 date on which the new
examination procedures would go into effect
and data on performance was available.
      The bank did seek a limited purpose
designation and it became effective halfway
through the evaluation period. Subchapter 25
states the performance criteria for the
community development test as follows:

(c) Performance criteria. The OCC evaluates
the community development performance of
a wholesale or limited purpose bank
pursuant to the following criteria:

(1) The number and amount of
community development loans
(including originations and purchases of
loans and other community development
loan data provided by the bank, such as
data on loans outstanding, commitments,
and letters of credit), qualified
investments or community development
services;

(2) The use of innovative or complex
qualified investments, community
development loans, or community
development services, and the extent to
which the investments are not routinely
provided by private investors; and

(3) The bank’s responsiveness to credit
and community development needs.

      Based on the above information, the
regulation does not address under what criteria a
bank, approved as a limited purpose bank
during the middle of an evaluation period, will
be assessed.

Conclusion

      The regulation does not directly address how
to evaluate a bank that changes designation from
a large to a limited purpose bank during an
evaluation period. Although the choice to seek a
limited purpose designation is that of the bank,
the granting of this designation does not
unilaterally erase all CRA initiatives performed
to that date. Therefore, future letters from the
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OCC granting approval for a limited purpose
designation will contain language addressing
how the bank will be evaluated during its next
CRA examination.
      In the case of this institution, the length of
time from the designation as a limited purpose
bank until receipt of the appeal was considered
adequate to assess the bank under the
“community development test.” While it is
understandable that the bank’s belief that
providing credit cards to individuals living in
LMI census tracts is within the spirit of CRA,
providing credit cards does not fall within the
community development definition in the CRA
regulation. The supervisory office was
appropriate in its exclusion of these activities.
      During the review of the bank’s community
development investments, it was found that not
all qualified investments had been fully
identified or presented by the bank to the
examiners for consideration, including
investments in state-wide and regional
organizations that include the bank’s assessment
area. In addition, some CRA initiatives that
were in the early stages of development during
the examination had progressed to the point
where some consideration could be given. After
reassessing and factoring in these additional
investments and initiatives, the ombudsman
concluded that the bank’s CRA performance
level met the standards for “Satisfactory Record
of Meeting Community Credit Needs.” The
district prepared a revised CRA Public
Evaluation.

Appeal of “Needs to Improve” CRA
Rating—Service Test Rating

Background

      The ombudsman’s office received a formal
appeal from a large bank affiliate concerning the
bank’s composite CRA rating of “Needs to
Improve Record of Meeting Community Credit
Needs.” In particular, the bank appealed the
assigned “service test” rating of the individual
test ratings. The individual ratings and overall
point scores that supported the composite
“Needs to Improve” rating were as follows:

Lending test     Low Satisfactory    6 points
Investment test     Low Satisfactory    3  points
Service test     Needs to Improve  1 point

Composite rating   Needs to Improve  10 points

      The “Needs to Improve” rating on the
“service test” prevented the bank from achieving
the minimum 11 points needed for an overall
“Satisfactory” CRA rating. As a result, the
“service test” performance was the focus of the
bank’s appeal. The appeal stated that the OCC
did not consider several important factors that
had a direct bearing on the level of the bank’s
services. In particular, the bank felt that the
examiners did not appropriately consider the
accessibility of the bank’s branch network to
residents of low- and moderate-income (LMI)
geographies, and they inappropriately
discounted the bank’s record of serving the
banking needs of the local university
community, which constituted a large portion of
the population along with the residents in their
surrounding LMI census tracts.

Discussion

      The bank’s recent CRA Public Evaluation
lists the following factors in support of the
bank’s “Needs to Improve” performance under
the “service test”:

• Branch and automated teller machine
(ATM) delivery systems are not accessible to
all parts of the bank’s assessment area.

• Bank management could not affirmatively
demonstrate that alternative delivery systems
reached the portions of the assessment area
not serviced directly by a branch or ATM.

• The bank has not closed any branches since
the last evaluation; however, it has opened
one branch in an upper-income tract and
one branch on the campus of a local state
university.

• The bank provided an adequate level of
community development services.

      The appeal letter raised six points that the
bank believed warranted the raising of the
“service test” rating. These points were:

• The proximity of  bank branches to LMI
census tracts makes them very accessible to
residents in those tracts.

• The fact that the bank has captured a large
percentage of LMI tract residents as its
customers provides further evidence of the
accessibility of its branches.



Report of the Ombudsman

18

PART V
APPEAL SUMMARIES

• The accessibility and convenience of the
branch system has substantially improved
since the previous examination, in which the
bank’s performance was rated
“Outstanding.”

• The bank’s new state university branch
should be characterized as being located in a
LMI tract.

• The OCC staff discounted or disregarded
the bank’s successes in serving the members
of the local state university community
residing in LMI areas.

• The products and services offered in the
university branch are not exclusive to the
university student body, and, since the
branch continues to mature, it will have
additional opportunities to serve the
residents of the surrounding LMI areas who
are not associated with the university.

      The “service test” evaluates a bank’s record of
helping to meet the credit needs of its
assessment area by analyzing both the
availability and effectiveness of a bank’s system
for delivering retail banking services and the
extent and innovativeness of its community
development services.  The definitions for the
“service test” rating of “Low Satisfactory” and
“Needs to Improve” are:

(iii) Low satisfactory. The OCC rates a bank’s
service performance “low satisfactory” if, in
general, the bank demonstrates:

(A)  Its service delivery systems are
reasonably accessible to geographies and
individuals of different income levels in
its assessment area(s);
(B)  To the extent changes have been
made, its record of opening and closing
branches has generally not adversely
affected the accessibility of its delivery
systems, particularly in low- and
moderate-income geographies and to
low- and moderateincome individuals;
(C)  Its services (including, where
appropriate, business hours) do not vary
in a way that inconveniences its
assessment area(s), particularly low- and
moderate-income geographies and low-
and moderate-income individuals; and
(D)  It provides an adequate level of
community development services.

(iv) Needs to improve. The OCC rates a

bank’s service performance “needs to
improve” if, in general, the bank
demonstrates:

(A)  Its service delivery systems are
unreasonably inaccessible to portions of
its assessment area(s), particularly to low-
or moderate-income geographies or to
low- or moderate-income individuals;
(B)  To the extent changes have been
made, its record of opening and closing
branches has adversely affected the
accessibility of its delivery systems,
particularly in low- or moderate-income
geographies or to low- or moderate-
income individuals;
(C)  Its services (including, where
appropriate, business hours) vary in a way
that inconveniences its assessment area(s),
particularly low- or moderate-income
geographies or low- or moderate-income
individuals; and
(D)  It provides a limited level of
community development services. [12
CFR 25, App. A, (b)(3)(iii)–(iv)]

Conclusion

      The review of the bank’s product delivery
systems included an analysis of the information
provided in the appeal, an on-site visit to the
bank by members of the ombudsman’s staff, and
various discussions with OCC personnel. In
arriving at a decision, the bank’s branch network
was carefully evaluated, taking into
consideration the size of the institution, the
demographic characteristics of the assessment
area, and competition from other financial
institutions.
      As stated in the bank’s appeal letter, no
branches had been closed since the last
evaluation, and in fact, two branches had been
opened, one in an upper-income tract and one
on the campus of the local university. While no
branches were located in LMI census tracts, two
of the bank’s branches were close to a significant
portion of the assessment area’s LMI tracts. In
fact, the branch located on the university
campus is easily accessible to LMI residents
living adjacent to the university, and to the large
number of LMI individuals employed by the
university. Additionally, because of the open
nature of the university campus coupled with
the areas high population density, the
ombudsman concluded that the bank had
improved accessibility by opening a branch
location in this area. The services offered at the
branches, including the two branches close to
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the LMI census tracts, do not vary in a way that
inconveniences its assessment area. In fact, lobby
hours and operations have been tailored to
better serve the community.
      Based on the above, the ombudsman
concluded that the bank’s level of performance
under the “service test” was more indicative of a
“Low Satisfactory” rating than the assigned
“Needs to Improve” rating. The change in the
“service test” rating increased the bank’s overall
CRA rating to a “Satisfactory Record of Meeting
Community Credit Needs.” A revised CRA
Public Evaluation was prepared to reflect these
changes and forwarded to the bank by the
OCC’s supervisory office.

Appeal of “Needs to Improve” CRA
Rating—Loan-to-Deposit Ratio

Background

      A formal appeal was filed with the
ombudsman’s office regarding a bank’s
Community Reinvestment Act (CRA) rating of
“Needs to Improve.” The supervisory office
concluded that the bank did not meet the
guidelines for satisfactory performance under
the CRA. The Public Evaluation states that the
bank’s loan-to-deposit ratio did not meet the
standards for satisfactory performance given the
bank’s size, financial condition, and assessment
area credit needs.
      The appeal indicated that the board of
directors and management agreed that the loan-
to-deposit ratio was much lower than that of
other banks in the assessment area; however,
several underlying factors should be considered
to accurately compare it to other banks. These
factors are:

1. The bank is a community bank providing
services to the predominately rural area
immediately west of a major
metropolitan city. Growth of the
agricultural business around the bank’s
city is stifled by the existence of large,
well-established familyowned farms. In
contrast, the other surrounding cities are
experiencing dramatic growth from their
unencumbered geography.

2. The bank is approximately three miles
from a major thoroughfare. A
comparison between the bank and other
banks in the assessment area is not
practical since the other institutions have
significantly higher visibility and

accessibility from both the major
interstate and the state highway.

3. Four of the six banks used for
comparison purposes have total assets
twice as large as the bank. This highlights
the fact that the resources available to
these financial institutions far exceed
those available to the bank. In addition,
the bank’s having only one loan officer
limits available time for business
development.

4. As noted in the Uniform Bank
Performance Report, the bank’s loan
growth for the years ended 1994, 1995,
and 1996 was 24 percent, 24 percent,
and 6 percent, respectively.  This
substantially exceeded peer growth of 8
percent, 6 percent, and 7 percent,
respectively, over the same period.
Additionally, for the first nine months of
1997, the bank’s loan growth was 36
percent compared to the peer’s 8 percent
average. These numbers indicate that the
bank’s loan originations far exceed those
of its peer group.

5. The city where the bank is located is
predominately in the low- to moderate-
per-capita-income level.

6. The bank exceeds the standards in
“Lending within the Assessment Area,”
and it meets the standards in “Lending to
Borrowers of Different Incomes” and
“Geographic Distribution of Loans.”
Also, the bank did not receive any
complaints regarding CRA since the prior
examination. This indicates that the bank
is cognizant of the complete picture of
reinvesting within the community.

      The appeal further detailed that comparing
the bank to other banks within the assessment
area should be greatly discounted, as the subject
bank is unique. Management states that the
bank is unique because the bank does not have
the accessibility and resources afforded the other
institutions within the assessment area but
nonetheless has successfully increased its loan
portfolio by over 75 percent in almost three
years.
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Discussion

      The ombudsman’s review of the appeal
included an analysis of the information provided
by management, an on-site visit to the
community and the bank by members of his
staff, and discussions with OCC personnel.
      While the community where the bank is
located is primarily agricultural and has
experienced little growth, the bank’s designated
assessment area includes six other communities
and some of the southwestern tracts of a major
metropolitan area. These areas do reflect
significant growth and lending opportunities
particularly, because of urban flight from the
large metropolitan city.  Also, an analysis of the
ATM activity at the bank’s on-site location
indicated that over half of all transactions were
from nonbank customers. All of which supports
the position that the bank’s accessibility does not
seem to be a problem for ATM users. This level
of nonbank customer usage presents an
opportunity to cultivate additional customers.
      While four of the financial institutions in
the bank’s assessment area have twice the total
assets, two of the banks are of comparable total
asset size and have fewer resources (capital).
These banks have loan-to-deposit (L/D) ratios of
40 percent and 50 percent, respectively, more
than twice the L/D ratio of the bank.
Furthermore, while the bank’s loan growth, as a
percentage, is increasing at a faster rate than its
peer group, it had the same incremental dollar
change.
      The appeal mentioned performance based
on a “per capita” income basis; however, census
tracts are categorized and CRA performance is
evaluated using median family income. The
bank’s assessment area includes 26 census tracts
of which six are moderate, 14 are middle, and
six are upper income. There are no low-income
tracts, and the community where the bank is
located is in an upper-income census tract.

Conclusion

      The ombudsman acknowledges that the PE
states that the bank had met or exceeded the
standards in “Lending within the Assessment
Area,” “Lending to Borrowers of Different
Incomes,” and “Geographic Distribution of
Loans” for the level of lending done by the bank
during the assessment period. Also, the bank’s
efforts in making small dollar loans effectively
meet a credit need identified by local
community contacts. Forty percent of the loans
originated during the assessment period were for

less than $1,000.
      When evaluating CRA performance, a
bank’s L/D ratio is a strong indicator of its
ability or willingness to fulfill the assessment
area’s credit needs. The bank’s L/D ratio is
significantly lower than similarly situated
institutions. The bank’s L/D ratio as of a
particular month in 1997 was 18.14 percent.
The bank’s average L/D ratio during the
assessment period was 15.23 percent compared
to local competitors’ average of 45.42 percent.
Although there is strong competition in the
assessment area, the board’s and management’s
conservative lending practices and lack of
commercial and residential lending expertise are
the primary reasons for the low L/D ratio.
      The ombudsman concurred with the “Needs
to Improve” rating assigned during the
examination. Consistent with the safe and sound
operation of the bank, more and/or new lending
opportunities should be explored. Lending
opportunities clearly exist as demonstrated by
the fact that the lowest L/D ratio of a competing
bank is 40.61 percent.
      The OCC recognizes that every bank is
unique in its own right and evaluates each bank
on a caseby-case basis. The bank is atypical in
that its loan portfolio is less than its total capital,
which indicates that the bank is able to take on
more risk in the loan portfolio. The ombudsman
is not advocating relaxation of the bank’s high
credit standards, but rather a program to
increase lending slowly, gradually, and, most
importantly, safely.

COMPOSITE CAMELS RATINGS

Appeal of Composite 5 CAMELS Rating
and “Needs to Improve” CRA Rating

Background

      A formal appeal was received concerning a
bank’s composite CAMELS rating of 5 and the
bank’s Community Reinvestment Act (CRA)
rating of “Needs to Improve Record of Meeting
Community Credit Needs” (“Needs to
Improve”). The composite rating is based on
capital, asset quality, management, earnings,
liquidity, and sensitivity to market risk
(CAMELS). The bank is chartered under the
Competitive Equality Banking Act (CEBA) and
engages solely in consumer credit card
operations. For CRA purposes the bank is
considered a limited purpose bank and is
evaluated under the Community Development
Test.
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Composite CAMELS Rating of 5

      In the appeal letter, management explains
that the current examination was conducted six
months after the previous Report of
Examination (ROE) had been issued, when the
bank’s composite CAMELS rating was
downgraded to a 5. Management and the board
of directors did not disagree with the previous
examination conclusions; however, they believe
their accomplishments since that examination
are impressive and that the condition of the
bank has greatly improved. In the appeal letter,
management stated that the board perceived that
regardless of the bank’s accomplishments and
improved condition, the supervisory office’s
intention was not to fairly consider upgrading
the bank’s rating. In an effort to support the 5
rating, management believes the supervisory
office viewed every “recommendation” as a
severe problem.  Management gives the
following factors as their basis for appealing the
5 rating:

• The bank returned to profitability while the
examiners were still conducting their on-site
examination.

• Capital levels were not a threat to the bank’s
solvency.

• Alternative sources of capital have
continually provided capital augmentation as
needed.

• Vintage data and delinquency trends prove
the condition of the portfolio has improved
as anticipated.

• Management and the board have taken quick
and decisive action to control the risks in the
portfolio.

• Operational issues at the bank’s affiliate have
been resolved.

• Compliance systems at both the bank and
the affiliate have greatly improved, resulting
in a satisfactory rating.

• The board and management have made good
faith efforts to comply with the enforcement
action.

      Based on the aforementioned facts, the
board believes that the bank is neither a threat to
the insurance fund nor highly probable to fail.

      The ROE provides the following to support
the composite CAMELS 5 rating:

The bank’s condition remains weak and
financial performance is unstable.
Management and board supervision do not
provide for effective management and
control of risks within the bank. The credit
card product, offered as the primary source
of revenue, has not been adequately
evaluated. Large capital injections were
needed during 1996 to provide for continued
operations.

Despite better staffing levels, increased
control over the bank’s affiliate, and
improved loan supervision, the credit card
portfolio still generates excessive
delinquencies and loan losses. To reduce risk,
your management team must develop credit
risk controls targeted at underwriting, to
supplement the improved collection
strategies. You must still address serious
weaknesses in planning, risk management,
and management information systems.

CRA Rating of “Needs to Improve”

      In reference to the CRA rating of “Needs to
Improve,” the appeal letter states that the board
of directors cannot comprehend the position of
the OCC, as the bank operated under severe
financial constraints during the two-year CRA
review period. According to the letter, the bank
has been working diligently to improve its
condition by returning to profitability, ensuring
capital adequacy, complying with two regulatory
enforcement actions, and improving risk
management systems. Despite these obstacles,
members of the bank were able to participate in
community development organizations in the
assessment area during the review period.
Management concludes by stating that the
board believes that the CRA activities of the
bank more adequately support a “Satisfactory”
rating.
      The ROE states the bank has a minimal level
of qualifying community development services,
and has made no CRA loans. The ROE
continues by stating that little has been done
since the bank was designated a limited purpose
institution. The ROE does acknowledge that
management and the board’s time and effort
during the past year has been focused on
implementing and strengthening controls over
credit card assets; nonetheless, the bank’s
demonstrated performance under CRA falls
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substantially short of the criteria for a
“Satisfactory” rating.  Board and management
were encouraged to develop a plan to strengthen
the bank’s performance under CRA, consistent
with the spirit and intent of the act.

Discussion

Composite CAMELS Rating of 5

      Composite ratings are based on a careful
evaluation of an institution’s managerial,
operational, financial, and compliance
performance. The six key components used to
assess an institution’s financial condition and
operations are: capital, asset quality,
management, earnings, liquidity, and sensitivity
to market risk (CAMELS). Composite 4 and
composite 5 ratings are each defined below:

Composite 4—Financial institutions in this
group generally exhibit unsafe and unsound
practices or conditions. There are serious
financial or managerial deficiencies that
result in unsatisfactory performance. The
problems range from severe to critically
deficient. The weaknesses and problems are
not being satisfactorily addressed or resolved
by the board of directors and management.
Financial institutions in this group generally
are not capable of withstanding business
fluctuations. There may be significant
noncompliance with laws and regulations.
Risk management practices are generally
unacceptable relative to the institution’s size,
complexity, and risk profile. Close
supervisory attention is required, which
means, in most cases, formal enforcement
action is necessary to address the problems.
Institutions in this group pose a risk to the
deposit insurance fund. Failure is a distinct
possibility if the problems and weaknesses
are not satisfactorily addressed and resolved.

Composite 5—Financial institutions in this
group exhibit extremely unsafe and unsound
practices or conditions; exhibit a critically
deficient performance; often contain
inadequate risk management practices
relative to the institution’s size, complexity,
and risk profile; and are of the greatest
supervisory concern. The volume and
severity of problems are beyond
management’s ability or willingness to
control or correct. Immediate outside
financial or other assistance is needed in
order for the financial institution to be

viable. Ongoing supervisory attention is
necessary. Institutions in this group pose a
significant risk to the deposit insurance fund
and failure is highly probable. [OCC
Bulletin 97–1, January 7, 1997.]

CRA Rating of “Needs to Improve”

      For purposes of this discussion, the
following definition from 12 CFR 25.12(o)
applies:

(o) Limited purpose bank means a bank that
offers only a narrow product line (such as
credit card or motor vehicle loans) to a
regional or broader market and for which a
designation as a limited purpose bank is in
effect, in accordance with 25.25(b).

Also, the following definitions from 12 CFR
25.25(b)–(c) apply:

(b) Designation as a wholesale or limited
purpose bank. In order to receive a
designation as a wholesale or limited purpose
bank, a bank shall file a request, in writing,
with the OCC, at least three months prior to
the proposed effective date of the
designation. If the OCC approves the
designation, it remains in effect until the
bank requests revocation of the designation
or until one year after the OCC notifies the
bank that the OCC has revoked the
designation on its own initiative.

(c) Performance criteria. The OCC evaluates
the community development performance of
a wholesale or limited purpose bank
pursuant to the following criteria:

(1) The number and amount of
community development loans
(including originations and purchases of
loans and other community development
loan data provided by the bank, such as
data on loans outstanding, commitments,
and letters of credit), qualified
investments or community development
services;

(2) The use of innovative or complex
qualified investments, community
development loans, or community
development services and the extent to
which the investments are not routinely
provided by private investors; and
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(3) The bank’s responsiveness to credit
and community development needs.

      The preamble to the 1995 revision to the
CRA regulations lists what information the
examiners will consider, as appropriate, by
stating the following:

Performance context. An institution’s
performance under the tests and standards in
the rule is judged in the context of
information about the institution, its
community, its competitors, and its peers.
Examiners will consider the following
information, as appropriate, in order to assist
in understanding the context in which the
institution performance should be evaluated:

(1) The economic and demographic
characteristics of the assessment area(s);

(2) Lending, investment, and service
opportunities in the assessment area(s);

(3) The institution’s product offerings
and business strategy;

(4) The institution’s capacity and
constraints;

(5) The prior performance of the
institution and, in appropriate
circumstances, the performance of
similarly situated institutions; and

(6) Other relevant information. [Federal
Register, vol. 60. no. 86, May 4, 1995,
pp. 22162–22163]

Conclusion

Composite CAMELS Rating of 5

      While the condition of the bank remained
serious as of the examination date, it was
concluded a composite CAMELS rating of 4
better reflects the condition of the bank at that
time, rather than the 5 rating that was assigned.
Consistent with the ROE, the supervisory office
appropriately evaluated and rated the bank’s
asset quality, management, earnings, liquidity,
and sensitivity to market risk as of the
examination date. However, for the reasons
stated below, the bank’s capital position as of the
examination date justified a rating of 4 and
supported an upgrading of the overall CAMELS
rating to a 4 as well.

      The OCC Bulletin 97–1 specifies that a
financial institution is expected to maintain
capital commensurate with the nature and
extent of risk to the institution and the ability of
management to identify, measure, monitor, and
control these risks. A rating of 4 indicates a
deficient level of capital. In light of the
institution’s risk profile, viability of the
institution may be threatened, and assistance
from shareholders or other external sources of
financial support may be required. A rating of 5
indicates a critically deficient level of capital
such that the institution’s viability is threatened
and immediate assistance from shareholders or
other external sources of financial support is
required. While the bank’s capital level was
definitely deficient and below the requirements
of the enforcement action, capital injections
made prior to the examination put the bank’s
leverage ratio at 4.21 percent as of the
examination date. Accordingly, the capital
component rating was changed to a 4.

CRA Rating of “Needs to Improve”

      During the time since the bank’s last CRA
examination, the management team and the
bank’s board of directors focused their primary
attention on the financial condition of the bank.
The bank’s condition did not allow the bank’s
management and board to expend significant
resources on the bank’s compliance with CRA.
The bank’s election to be designated as a limited
purpose institution limited the bank’s CRA
performance to an evaluation under the
“community development test.” After reassessing
the bank’s performance under the “community
development test,” the ombudsman concluded
that the institution’s capacity and constraints
were considered, and the bank’s CRA
performance was appropriately assigned a
“Needs to Improve” CRA rating.

Appeal of Composite 4 CAMELS Rating
and Several Component Ratings

Background

      A bank formally appealed its composite
CAMELS rating of 4. [The Uniform Financial
Institutions Rating System is used to rate six
components of a bank’s performance: capital,
asset quality, management, earnings, liquidity,
and sensitivity to market risk (CAMELS) in a
combined composite rating.] Management cited
several reasons for the appeal, including:
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• Factual errors in the Report of
Examination (ROE);

• A feeling on the part of the board of
directors and management that the
examiner was overzealous, and came into
the bank with a predetermined
conclusion to downgrade the bank’s
overall condition;

• General statements were made in the
ROE that did not have backup, or could
be considered improper statements; and,

• The CAMELS component ratings were
not justified based on the ROE and
condition of the bank, and the overall
conclusions were therefore inappropriate.

      Management acknowledges that many of the
deficiencies identified in the ROE are legitimate
and corrective action has been implemented.
However, they state that they are at a loss as to
why the rating dropped from a 2 to a 4 with no
changes in management or operations.

Discussion and Conclusions

      The bank’s ROE stated the following reasons
for the composite rating downgrade from a 2 to
a 4:

• The overall condition of the bank
deteriorated significantly as a result of
deficient management supervision and
board oversight. Risk management
systems are inadequate, and the level of
problems and risk exposure is excessive.

• Management and board supervision has
not been effective.

• Capital is deficient relative to the bank’s
increased risk profile, earnings have
deteriorated and are poor, asset quality
and credit administration need
improvement, sensitivity to market risk is
moderate, and liquidity is satisfactory.

• Supervision of management bank
information systems is unsatisfactory.

      The supervisory office acknowledges that
certain factual errors were made in the ROE;
although  the errors are regrettable, none of the
errors affected the examination conclusions. In

the appeal letter, the board of directors stated
they believed the examiner-in-charge was
overzealous and had predetermined that the
bank’s rating should be downgraded. As
examiner objectivity and professionalism are
fundamental elements in effective bank
supervision, this contention was taken seriously.
After review of related documentation and
discussions with all parties involved, the
ombudsman did not find evidence that the
examiner-in-charge nor members of his staff
were biased toward the bank. However, certain
aspects of the communication of the
examination findings could have been handled
more effectively. Bank management noted a
number of general statements in the ROE that
they considered to be unsupported and
improper. The statements referenced were
primarily those that contained adjectives such as
“material, significant, and substantive” in
describing various identified weaknesses. Since
management considers the examination
conclusions and ratings to be inappropriate,
their objection to the adjectives used to describe
the identified deficiencies and exceptions is
understandable. The following discussion and
conclusions regarding the assigned ratings will
help resolve management’s objection to the
referenced statements.

Capital

      The bank’s capital ratios declined
significantly between examinations, primarily
because the bank purchased a large amount of
deposits from another bank that was closing a
branch. Losses identified during the
examination also contributed to the decline in
the bank’s capital ratios. The aforementioned
events caused the bank’s capital ratios to fall to
the “adequately capitalized” category, and the
examination resulted in capital being rated a 4.
While it is apparent the capital ratios declined
significantly, implicit in a 4 rating is concern
about the viability of an institution, which was
not the situation in the case of this bank.
Further, it is reasonable to assume management’s
projections for profitability are attainable, and
that earnings should return to a level sufficient
to supplement capital. Therefore, the
ombudsman concluded that a capital rating of 3
was appropriate. A rating of 3 indicates a less
than satisfactory level of capital that does not
fully support the institution’s risk profile. The
rating indicates a need for improvement, which
is evident in this case.
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Asset Quality

      The level of classified assets remains high at
over 60 percent of Tier 1 capital plus the
allowance for loan and lease losses (ALLL).
There is little improvement in the classified-
asset-to-capital ratio recorded at the previous
examination. The level of classified assets has
been high for the past three examinations. While
some of the credit administration issues in the
ROE may individually be mitigated, collectively
they represent a concern. As defined, a rating of
3 is assigned when asset quality and/or credit
administration practices are less than
satisfactory. Trends may be stable; however, the
level of classified assets is elevated, indicating a
need to improve risk management practices.
The ombudsman concurred with a 3 component
rating for asset quality.

Management

      The ROE is very critical of “deficient
management supervision and board oversight.”
The ROE states that problems and significant
risks have not been adequately identified,
measured, monitored, or controlled. A number
of deficiencies were identified in the
examination that support that conclusion; i.e.,
accounting errors that materially overstated
earnings and capital, ineffective strategic/capital
planning and budgeting, and weaknesses in
internal controls, audit, and management
information systems. The deteriorating
condition of the bank is undeniable, and there is
no question that deficiencies in board and
management supervision have been a factor in
that decline. However, the bank’s capital and
earnings problems are largely attributable to the
deposit acquisition and the ALLL allocation
made at the examination in question. The large
ALLL allocation should not reoccur since it was
attributable to a change in the ALLL analysis
process, and it is reasonable to assume that the
net interest margin should improve as the bank
is able to gradually employ a greater percentage
of the acquired deposits into higher yielding
loans. The ombudsman recognized the steps
management had taken to implement corrective
measures. The bank’s supervisory record with
the OCC indicates that the board and
management team have been cooperative and
there is no reason to believe they cannot
implement corrective action with respect to the
weaknesses noted at this examination. However,
the deteriorating condition of the bank is
undeniable, evidencing a need for improved risk

management. The ombudsman concluded that a
component management rating of 3 was more
appropriate than the assigned 4. The 3
management component rating clearly
acknowledges that overall management and
board supervision warrant improvement.

Earnings

      Most of the earnings problems are
attributable to one-time adjustments and the
temporary impact of the deposit acquisition.
The bank achieved a small profit for the year
despite the adjustments made, and management
is projecting a return on average assets of 0.75
percent for this year. While many of the bank’s
earnings problems are attributable to a one-time
adjustment, improvements in the quality of
earnings are also needed.  Earnings have
declined for four consecutive years, and even if
the bank meets its current projections and
achieves a return on average assets of 0.75
percent, earnings performance would remain
below average. Per OCC Bulletin 97–1, a rating
of 3 indicates earnings that need to be improved.
Discounting the one-time adjustment and
deposit purchase, earnings may not fully support
operations and provide for the accretion of
capital and ALLL levels. The ombudsman
concluded that a component earnings rating of 3
was more appropriate than the assigned 4.

Liquidity

      While there were several statements in the
ROE that the bank disagreed with, there was no
disagreement regarding the component rating.
Based on the ROE and the bank’s response
thereto, improvements could be made in the
accuracy of information provided in the funds
management/liquidity area. Liquidity is
satisfactory and the rating of 2 remains
unchanged.

Sensitivity to Market Risk

      The primary reason for the 3 component
rating in the ROE was “the bank’s poor earnings
and deficient capital do not support the current
level of IRR” [interest rate risk]. While the
ombudsman acknowledges the bank’s level of
interest rate risk is moderate when compared to
other banks, this is not the case relative to the
bank’s capital and unsatisfactory earnings. The
ombudsman found the rating of 3 remained
appropriate.
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Composite CAMELS Rating

      The ombudsman agreed that the bank has
significant deficiencies in its risk management
processes, which have contributed to
deterioration in the bank’s overall condition.
However, the deterioration was not to the point
that failure is a distinct possibility. Management
has already addressed many of the issues
identified during the examination and, with the
OCC’s guidance, the bank can be returned to
sound financial footing.
      The composite CAMELS rating of 4 was
upgraded to a 3. As stated in the Uniform
Financial Institutions Rating System,
institutions rated 3 exhibit some degree of
supervisory concern in one or more of the
component areas. Such financial institutions
exhibit a combination of weaknesses that may
range from moderate to severe. Their
management may lack the ability or willingness
to effectively address weaknesses within
appropriate time frames. Financial institutions
in such a group generally are less capable of
withstanding business fluctuations and are more
vulnerable to outside influences than those
institutions rated a composite 1 or 2.
Additionally, financial institutions rated 3 may
be in significant noncompliance with laws and
regulations. Risk management practices may be
less than satisfactory relative to the institution’s
size, complexity, and risk profile. Such financial
institutions require more than normal
supervision, which may include formal or
informal enforcement actions. Failure would
appear unlikely, however, given the overall
strength and financial capacity of 3-rated
institutions.

Appeal of Composite 3 CAMELS Rating
and Several Component Ratings

      A bank formally appealed five of its six
individual component ratings (all but sensitivity
to market risk), as well as its overall composite
rating of 3. All component ratings were rated a 3
except for the earnings component, which was
rated a 2. Management believed that the Report
of Examination’s (ROE’s) numerical ratings were
not adequately supported by the examiners’
written narrative and did not accurately reflect
the bank’s operations, management, earnings,
capitalization, and overall state of affairs.
      The appeal highlighted the bank’s position
on each of its individual component ratings as
well as the board of directors’ belief that the
bank was not receiving objective and balanced

treatment from the OCC’s supervisory and field
office personnel. In this appeal summary, we will
discuss and opine on each component
individually, followed by an overall discussion
and opinion on the composite rating.

Capital

Background

      The bank appealed the capital rating of 3
based on its capital levels and objective capital
ratios—total risk-based capital/risk-weighted
assets have been in excess of 10 percent every
quarter in 1997. Also, the bank was deemed
“well capitalized” for prompt corrective action
purposes. The bank denoted that their capital
strength was competitive with the average ratios
of their principal correspondent banks, and that
unlike their correspondent banks, they had no
off-balance-sheet exposure to exotic swaps or
risky derivatives. All of their investments were in
U.S. Treasury bills.
      The bank believed that the examiners
completely ignored the objective capital ratios,
choosing instead to focus on the subjective
elements. The bank disagreed with the ROE’s
comments that the wholesale funding strategy
and relatively high appetite for credit risk had
elevated the overall risk profile of the bank.

Discussion

      The ROE stated that although capital ratios
exceeded regulatory minimums, they did not
support the bank’s risk profile. As of March 31,
1997, total risk-based capital was marginally
above 10 percent. A further concern was that
failure to maintain total risk-based capital of at
least 10 percent would restrict access to the
brokered funds market, further elevating
liquidity risk. The bank had experienced
significant growth over the last year,
approximating 80 percent. Execution of the
1995 through 1998 strategic and capital plans
was accelerated. The total asset projections
contained in the plan had been exceeded, while
total capital projections had not, despite
successful capital raising efforts. As a result, the
present capital levels were below projections.
The OCC did recognize the demonstrated
ability of management and the board to raise
capital on three separate occasions.

Conclusion

      The Office of the Ombudsman
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(ombudsman) reviewed and noted that the
bank’s capital levels/ratios over the last two years
had remained at slightly above the minimum
requirements and, at times, had been slightly
below. Since the examination, the bank’s capital
posture had strengthened through the continued
retention of earnings and a small capital
injection in December 1997.
      The ombudsman reviewed the capital levels
in relation to the bank’s overall risk profile and
risk management controls/processes, and agreed
with the ROE conclusion that at the time of the
examination, although the capital ratios
exceeded regulatory minimums, a rating of 3
was appropriate. Per OCC Bulletin 97–1
(attachment: 61 FR, p. 67026), a rating of 3
indicates “a less than satisfactory level of capital
that does not fully support the institution’s risk
profile. The rating indicates a need for
improvement, even if the institution’s capital
level exceeds minimum regulatory and statutory
requirements.”

Asset Quality

Background

      The bank appealed the rating based on the
improved asset quality indicators, the quality of
the investment portfolio, the adequacy of the
allowance for loan and lease losses, and the
decline of past-due and nonperforming loans.
Also, adversely classified assets as a percent of
Tier 1 capital were reduced in half from the
prior exam. The bank also pointed out that of
the 29 lending relationships reviewed during the
examination, only two loans were reclassified. In
response to a ROE comment regarding the
bank’s shift toward larger commercial credits,
the bank indicated that it is trying to fill in a
vacuum left by large commercial banks exiting
the small-business lending arena in their service
territories.
      The bank did implement several of the
recommendations made in the ROE.

Discussion

      The examination rating of 3 was based on
the loan and overall asset quality which
remained less than satisfactory. Most loan
quality indicators had improved since the last
asset quality review. However, while the
improvement was encouraging, all qualitative
indicators remained much worse than average,
and the aggregate level of loans with one or
more negative underwriting characteristics

remained high. Particularly of concern was that
these negative underwriting characteristics were
present in new loans made by the bank since the
previous examination. Past dues had been high
and averaged approximately 7 percent during
1997. Classified assets were above 30 percent.
Investment quality was good. However, the
investment portfolio comprised a very small
percentage of assets, while the loan and lease
portfolio comprised over 80 percent.
      The level of credit risk remained high and
increasing. The aggregate credit risk was not
limited, managed, or controlled. Management
and the board continued to focus on individual
credit relationships while ignoring the aggregate
risk presented by a portfolio of sub-prime
credits. Furthermore, the tolerance for credit risk
limits had not been established. Credit risk
continued to increase as the percentage of assets
in loans with one or more negative underwriting
characteristics increased and the loan mix shifted
toward larger commercial credits.
      Credit administration practices needed
improvement. Areas where weaknesses were
noted included the following: loan policy
exceptions, problem loan identification reliant
on past-due status, lack of a system for tracking
financial statements, lack of a system for
monitoring concentrations of credit, and lack of
a system for monitoring expired Uniform
Commercial Code (UCC) filing.
      Also, although the allowance for loan and
leases losses balance was adequate, the
methodology was not reflective of the inherent
risk in the portfolio.

Conclusion

      The ombudsman acknowledged the bank’s
comments regarding the improvement in the
qualitative factors of the loan portfolio.
However, as noted in the ROE, the indicators
still reflected an increased level of concern,
particularly given the significant growth over the
last few years, the more aggressive underwriting
characteristics present in loans made since the
previous examination, and credit administration
that warranted improvement. Furthermore,
although the credit administration issues noted
in the ROE might have been individually
mitigated, collectively they presented an
increased level of concern. Per OCC Bulletin
97–1 (attachment: 61 FR, p. 67027), a rating of
3 is assigned “when asset quality or credit
administration practices are less than
satisfactory. Trends may be stable or indicate . . .
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an increase in risk exposure. The level and
severity of classified assets, other weaknesses, and
risks require an elevated level of supervisory
concern. There is generally a need to improve
credit administration and risk management
practices.”
      The ombudsman agreed that at the time of
the examination, a rating of 3 was appropriate.
He acknowledged that since the examination
date, management had implemented several of
the recommendations made during the
examination. These included approval of loan
limits/parameters, and a revised loan committee
infrastructure whereby the loan committee will
approve loans greater than $200,000 and loans
with policy exceptions.

Management

Background

      The bank appealed this rating based on the
knowledge and experience level of their officers.
The individuals averaged more than 20 years of
banking experience in their specialized areas of
operations. The bank also indicated that they
were actively involved in executing the board’s
strategic initiatives on a daily basis. As an
example, a particular loan officer personally
called on the majority of all past-due accounts
and talked directly to the customers regardless of
the size of the loan. Also, the chairman had
successfully raised capital on three separate
occasions. Management and employees
demonstrated their commitment to the bank and
its customers by using principally their own
personal funds to acquire more than 25 percent of
the bank’s outstanding stock. Management’s
extensive equity investment as well as their
representation on the board of directors was a
benefit, not a detriment, to the bank’s customers,
shareholders, and overall safety and soundness.

Discussion

      The examination team based the 3 rating on
management and board supervision, which was
deemed less than satisfactory. This resulted
primarily from continuing increases in the
quantity of risk inherent in the bank’s operations
and strategies combined with risk management
systems that were not adequate in relation to the
quantity of risk. The ROE acknowledged
management’s positive accomplishments, such as
their experience levels, success at raising capital
on three occasions, improvement in the asset
quality indicators, and improvement in the

bank’s earnings posture. The ROE stated that
although bank management concurred with
some of the recommendations and/or
weaknesses noted in the examination, and in fact
had implemented some of these
recommendations, overall, management had not
been timely or proactive in improving risk
management systems, particularly in higher risk
areas.
      Also, independent risk control systems (i.e.,
loan review, internal audit, compliance
management) needed improvement. On
different occasions, management and the board
have attempted to compensate for this by
retaining consultants to provide the services.
The success of these attempts has been sporadic
because of unanticipated events affecting the
service providers, to which management and the
board have been slow to make alternative
arrangements.

Conclusion

      The ombudsman recognized, respected, and
appreciated management’s depth and tenure of
experience, the positive efforts in raising new
capital, and the steps taken to implement
corrective measures recommended during the
examination. However, as noted in OCC
Bulletin 97–1, a rating of 3 may be assigned
when risk management practices are less than
satisfactory given the nature of the institution’s
activities. At the time of the examination, the
management team had not implemented risk
management processes that adequately identify,
monitor, and control risk in various key areas of
the bank. Also independent risk control systems
(i.e., loan review, internal audit, and compliance
management) needed improvement. Therefore, a
rating of 3 was appropriate. The rating should
not be viewed as a reflection of management or
the board’s abilities or skills, but rather of risk
management practices that needed
improvement.

Earnings

Background

      The bank appealed the 2 rating.
Management believed the bank’s earnings were
outstanding and should have been rated a 1
based on the objective numbers—primarily, the
net interest margin above 7 percent, the
annualized return on average equity in excess of
20 percent, and the annualized return on
average assets above 1 percent. The bank
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indicated that earnings had more than doubled
in each of the last three years, and that this
pattern was likely to repeat again in 1997.

Discussion

      During the examination, the bank’s earnings
performance was considered good.  Performance
had improved as a result of continued strength
in the net interest margin and improved
efficiency. Earnings performance was fee
sensitive, with fees relating to lending and
leasing activities approximating 20 percent of
total interest and fees. Also, despite the noted
improvement, efficiency and overhead expense
ratios remained very high.
      The ability to sustain the trend in earnings
performance was somewhat questionable in view
of the need to manage the risks associated with
present business strategies more effectively, and
potential earnings exposure to interest rate,
credit, and liquidity risks. Budgeting and
forecasting processes have stalled; thus no
budget and earnings forecasts were prepared for
1997. Also, the ROE recommended a review of
the officer compensation practices.
Commissions were paid for originating and/or
purchasing loans and leases with no qualitative
controls such as independent reviews of the
assets and/or performance benchmarks, which
precede commission awards.

Conclusion

      A rating of 2 indicates earnings that are
satisfactory and sufficient to support operations
and maintain adequate capital and allowance
levels after consideration is given to asset quality,
growth, and other factors affecting the quality,
quantity, and trend of earnings. The rating was
appropriate given the bank’s earnings posture
and the budgeting and forecasting processes that
have stalled.
      The bank informed the ombudsman that the
bank had revised the compensation practices,
and that the board of directors’ executive
committee will review officer compensation
practices at least annually. Thus far, they are
satisfied that current compensation levels are
commensurate with the return to shareholders,
capital, and overall risk profile of the bank.

Liquidity

Background

      The bank appealed the 3 rating based on

growth of approximately $15 million in assets
since 1994 which they indicated had been well-
managed and prudent. They also stated that the
growth had come within their geographical
market in conservative products (residential
mortgages, commercial loans, and equipment
leases). They did not have any exotic
investments, hedges, swaps, or other derivatives.
They do not pay above-market rates for
brokered deposits and have retained more than
20 percent of these customers and cross-sold
them on other bank products. Certificates of
deposit and Federal Home Loan Bank Board
advances are only two of the five primary
sources of funding; others include local
customer deposits, credit union direct purchases,
and loan sales and participations. The bank had
taken steps to improve the overall risk
management.

Discussion

      Liquidity was rated a 3 based on a high and
increasing level of liquidity risk combined with
ineffective liquidity risk management practices.
Rapid asset growth since 1994 was funded
without a defined contingency funding plan.
Also, the loan-to-deposit ratios were very high
with the loanto-deposit ratio in excess of 95
percent, and the loan-to-core-deposit ratio
slightly above 100 percent. The $2 million
investment portfolio, of which 76 percent was
pledged on March 31, 1997, provided nominal
secondary liquidity.
      The elevated risk profile had not been
accompanied by an increase in the quality of
liquidity risk management. There were no
liquidity risk limits and no contingency funding
plans. While management had enjoyed recent
success in selling loans and developing
relationships with the financial institutions that
had purchased the loans, the potential risk
associated with this strategy of employing
wholesale funding sources to originate, purchase,
and then sell loans had not been wellidentified,
monitored, managed, or controlled.

Conclusion

      The ombudsman concurred with the 3
rating based on the funds management practices,
discussed above, which are in need of
improvement. Per OCC Bulletin 97–1
(attachment: 61 FR, p. 67029), institutions
rated a 3 “evidence significant weaknesses in
funds management practices.”
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Composite

Background

      The bank appealed the composite rating
primarily on their appeal of the above
component ratings. The board of directors
believed that supervisory and examination
personnel had lost their ability to provide
impartial, balanced supervisory oversight over
the bank’s operations. The bank further
indicated that they felt they were suffering from
retribution for its successful appeal of its
examination ratings in early 1995.

Discussion

      As mentioned throughout the discussion of
the component ratings, the bank was rated a 3
primarily as a result of a continued increase in
the quantity of risk inherent in the bank’s
operations and strategies, combined with risk
management systems that needed improvement.
The ROE did acknowledge management’s
success in increasing fee income resulting in an
improved earnings performance, the successful
cultivation of relationships with institutions
eager to purchase different types of loans, and
management’s ability to raise additional capital
when needed. However, the bank had not
implemented effective risk management systems
commensurate with the increased risk. Effective
risk management includes established limits on
the level of acceptable risk, controls systems, and
adequate management information systems.

Conclusion

      In January 1997, the OCC in conjunction
with the other federal supervisory agencies
issued a revised rating system that reflects an
increased emphasis on risk management
practices. The issuance, OCC Bulletin 97–1,
“Uniform Financial Institutions Rating System
and Disclosure of Component Ratings,”
contains explicit language emphasizing
management’s ability to identify, measure,
monitor, and control risks. The federal agencies
recognize that management practices,
particularly as they relate to risk management,
will vary considerably among financial
institutions depending on their size and
sophistication, the nature and complexity of
their business activities, and their risk profile.
However, each institution may properly manage
its risks and have appropriate policies, processes,

or practices in place that management follows
and uses.
      The fundamental issue during any
examination, and in particular this examination,
is the accurate assessment of the bank’s risk
profile and the processes and controls in place to
manage that risk. The ombudsman carefully
reviewed the issues highlighted in the bank’s
appeal letter, the Report of Examination, and
supporting documentation. Also, lengthy
discussions were held with bank management,
OCC supervisory personnel, and key managers
from the Core Policy unit of the OCC’s Bank
Supervision Policy group. The ombudsman
concurred that at the time of the examination,
the risk management processes in place in key
areas of the bank were in need of improvement,
particularly in loan portfolio management,
liquidity, and sensitivity to market risk. The
growth in the bank over the last two years
coupled with the strategy of purchasing and
selling loans necessitated a more comprehensive
risk management system. As the risk profile of
the bank increased, management did not
sufficiently enhance the bank’s processes and
controls. Since the examination, management
had implemented several of the
recommendations made in the ROE.

The ombudsman’s opinion on the various issues
of this appeal were as follows:

• The ombudsman concurred with the
individual component ratings assigned
during the examination as discussed above.

• The ombudsman concurred with the
assigned composite rating based on the
bank’s risk profile and lack of adequate risk
management processes and controls.

• The ombudsman recommended a prompt
examination to review the bank’s progress in
implementing corrective action and
strengthening the bank’s risk management
processes.

• The ombudsman concluded that the
supervision of the bank had not been
unfairly affected as a result of previous use of
the National Bank Appeals Process.

Appeal of Composite 3 CAMELS Rating

Background

      A bank formally appealed the composite
CAMELS rating of 3 that was confirmed a
second time during a follow-up visit to the
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bank. Six months prior to this visit, a full-scope
examination was performed that initially
resulted in a composite rating of 3. The major
reason for the first 3 composite rating was the
board’s and management’s failure to correct
several ongoing credit administration and risk
management deficiencies. The credit
administration and risk management
deficiencies were particularly troubling because
the bank sustained 50 percent growth during the
past year.  Classified assets were relatively high,
at slightly over 50 percent of capital.  Earnings
performance was below average and recent
trends were negative.  The above-mentioned
risks resulted in several “Matters Requiring
Board Attention” (MRBA) comments relating to
loan staffing and credit administration, loan
review, compliance, and internal audit, in the
Report of Examination. At the time of the
examination, capital was not considered a major
issue, in part because of plans to inject a large
amount of capital during the following year.
The bank did not disagree with the findings of
the initial examination.
      Six months later, the follow-up visit was
performed to assess the bank’s progress in
correcting the MRBA comments included in the
initial Report of Examination. The revised
policies, procedures, and systems in the lending
area, the recently completed audit, loan review,
and compliance reports were also reviewed.  The
results of that visit were positive. The examiners
concluded that the board and management had
substantially addressed all the deficiencies noted
as MRBAs at the previous examination.  The
examiners noted significantly improved risk
management systems and stated the bank now
had the personnel and systems in place to
provide adequate coverage for audit, compliance,
and loan review. However, the previously
assigned composite rating of 3 was maintained
because of concerns regarding the adequacy and
management of the bank’s capital and earnings
posture. The bank had continued to grow
rapidly between the examination and the visit.
While substantial capital injections had taken
place (although short of the amount originally
projected), management still had not developed
a realistic capital plan.
      In the bank’s appeal, bank management
stated the OCC had committed to upgrade the
composite rating to a 2, if the MRBAs were
satisfactorily addressed. The bank further stated
the amount of equity capital injected was
sufficient to keep the bank’s capital ratios within
the definition of well capitalized.

Discussion

      Composite ratings are based on a careful
evaluation of an institution’s managerial,
operational, financial, and compliance
performance. The six key components used to
assess an institution’s financial condition and
operations are capital adequacy, asset quality,
management capability, earnings quantity and
quality, the adequacy of liquidity, and sensitivity
to market risk. The rating scale ranges from 1 to
5.  The composite ratings of 2 and 3 are defined
as follows:

Composite 2. Financial institutions in this
group are fundamentally sound. For a
financial institution to receive this rating,
generally no component rating should be
more severe than 3. Only moderate
weaknesses are present and are well within
the board of directors’ and management’s
capabilities and willingness to correct. These
financial institutions are stable and are
capable of withstanding business
fluctuations. These financial institutions are
in substantial compliance with laws and
regulations. Overall risk management
practices are satisfactory relative to the
institution’s size, complexity, and risk profile.
There are no material supervisory concerns
and, as a result, the supervisory response is
informal and limited.

Composite 3. Financial institutions in this
group exhibit some degree of supervisory
concern in one or more of the component
areas. These financial institutions exhibit a
combination of weaknesses that may range
from moderate to severe; however, the
magnitude of the deficiencies generally will
not cause a component to be rated more
severely than 4. Management may lack the
ability or willingness to effectively address
weaknesses within appropriate time frames.
Financial institutions in this group generally
are less capable of withstanding business
fluctuations and are more vulnerable to
outside influences than those institutions
rated a composite 1 or 2. Additionally, these
financial institutions may be in significant
noncompliance with laws and regulations.
Risk management practices may be less than
satisfactory relative to the institution’s size,
complexity, and risk profile. These financial
institutions require more than normal
supervision, which may include formal or
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informal enforcement actions. Failure
appears unlikely, however, given the overall
strength and financial capacity of these
institutions. [From Federal Financial
Institutions Council. “Uniform Financial
Institutions Rating System,” Federal Register,
December 19, 1996, Vol. 61, No. 245, p.
67026, attachment to OCC Bulletin 97–1.]

Conclusions

      A fundamental issue during any examination
is the accurate assessment of the bank’s risk
profile, and the processes and controls in place
to manage that risk. The deterioration in the
bank’s financial condition noted during the
initial examination, coupled with substantive
growth, warranted a more comprehensive risk
management process than existed at the time.
The detailed MRBAs included in the initial
examination helped guide management in
improving the bank’s risk assessment systems.
Improvement of the bank’s risk management
processes were evident during the follow-up
supervisory office’s visit to the bank. The major
problems noted at the initial examination had or
were being satisfactorily resolved. Loan quality
had improved, additional staff was in place,
internal audit was satisfactory, and
administrative problems in the lending and
compliance areas were significantly improved.
      Based on the bank’s risk profile, it became
very important for management to maintain an
adequate capital base. Equally important was the
need for a capital plan, which provides various
alternatives for the maintenance of satisfactory
capital consistent with the bank’s risk profile.
Management must also develop an overall
strategic plan that includes a comprehensive
focus on maintenance of adequate capitalization.
This is particularly important in light of the
growth opportunities shared with the
ombudsman’s office during the visit to the bank.
The plan should include growth targets, capital
projections, and a determination of the level of
capital needed for the bank in both the short
and long term.
      After the ombudsman reviewed the issues
noted in the bank’s appeal letter, the initial
ROE, the follow-up review, and discussions
conducted with bank management and the
OCC supervisory personnel, the ombudsman
concluded that a composite rating of 2 was
appropriate, as a result of the follow-up visit.
The improvements that occurred between the
examination and the follow-up visit reflected
positively on the ability of the board and

management team to supervise the bank. This
was a major factor in the ombudsman’s decision
to change the rating.

VIOLATIONS OF LAW

Appeal of Potential Violation of the Fair
Housing Act—Disparate Treatment on the
Basis of Familial Status

Background

      An institution filed a formal appeal with the
ombudsman’s office concerning a potential
violation of the Fair Housing Act (FHA). The
potential violation involved possible
discrimination against applicants for mortgage
loans on the basis of familial status. The
institution received correspondence stating the
Office of the Comptroller of the Currency
(OCC) had determined that it has reason to
believe the bank engaged in a pattern or practice
of violating the FHA by applying different
appraisal criteria to property located in family
developments than it did to property located in
developments restricted to adults only or
carefully separated adult/family sections. At the
time of the potential violation, the bank was
operating under written residential appraisal
report guidelines that set forth mobile home
park rating criteria. The criteria contained 11
quality rating categories ranging from
“exclusive” to “negative influences.” Contained
within the criteria was descriptive language
which differentiated between “adult” and
“family” occupancy and specified that “adult”
parks would be rated higher than “family” parks.
The guidelines specified that an appraisal should
include a designated park rating and a statement
referring to the criteria on which the rating was
based.
      A third-party fee appraiser was engaged to
provide appraisals for loan applications
originating from a family-oriented mobile home
park. The appraiser had earlier signed a bank
statement confirming that he would comply
with the guidelines to the best of his ability.
While the record is unclear as to whether he
actually applied the guidelines in conducting the
appraisals, it is clear that he compared lots in
nearby “adult” mobile home parks to the
applicant lots located in the “family” mobile
home park. Consequently, the appraiser applied
a substantial discount to each of the proposed
collateral lots. At a later date, the bank revised
the guidelines eliminating differentiating
language between adult and family occupancy.
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      The OCC conducted a review of the mobile
home application documents and informed the
bank that the agency found there was reason to
believe the bank had violated the FHA when its
fee appraiser discounted the value of lots in the
family park at least, in part, on the basis of
familial status. The OCC determined there
remained reason to believe the bank had
engaged in a pattern or practice of violating the
FHA by applying different appraisal criteria to
property located in family developments than it
did to property located in developments
restricted to adults only or carefully separated
adult/family sections. The supervisory office
concluded that it was therefore obligated to refer
this matter to the U.S. Department of Justice
(DOJ) and to notify the U.S. Department of
Housing and Urban Development (HUD).
      The bank appealed this decision to the
ombudsman.

Discussion

      The FHA, 42 USC 3605, prohibits a lender
from discriminating on a prohibited basis in a
residential real-estate-related transaction
(including the making of loans) or in the terms
or conditions of the transaction. The
implementing regulation, 24 CFR 100.130,
describes unlawful conduct as using different
policies, practices, or procedures for any loan
which is secured by residential real estate
because of, among other factors, familial status.
      The appraiser exemption, 42 USC 3605(c),
states that nothing in the FHA prohibits an
appraiser from considering factors other than
prohibited criteria (e.g., familial status). The
implementing regulation 24 CFR 100.135(d)
further describes unlawful practices as using an
appraisal for financing any dwelling when the
person knows or reasonably should know that
the appraisal improperly contained familial
status consideration. Forty-two USC 3607(b)
establishes specific criteria for housing to qualify
for the “housing for older persons” exemption. It
states that the FHA provisions that protect
familial status do not apply to “housing for older
persons” as housing (i) intended for, and solely
occupied by, persons 62 year of age or older; and
(ii) intended for and operated for occupancy by
at least one person 55 or older per unit.
      The Interagency Policy Statement on
Discrimination in Lending offers guidance on
the meaning of a pattern or practice. The Policy
Statement states that “repeated, intentional,
regular, usual, deliberate, or institutionalized
practices will almost always constitute a pattern

or practice” of lending discrimination but
“isolated, unrelated, or accidental occurrences
will not.” In assessing whether a pattern or
practice exists, the OCC considers the totality of
circumstances, including the following factors:

• Whether the conduct appears to be grounded
in a written or unwritten policy or
established practice that is discriminatory in
purpose or effect.

• Whether there is evidence of similar conduct
by a bank toward more than one applicant.

• Whether the conduct has some common
source or cause within the bank’s control.

• The relationship of the instances of conduct
to one another.

• The relationship of the number of instances
of conduct to the bank’s total lending
activity.

      This list of factors is not exhaustive and
whether the OCC finds evidence of a pattern or
practice depends on the egregiousness of the
facts and circumstances involved. Each inquiry
is intensively fact-specific and there is no
minimum number of violations that will trigger
a finding of a pattern or practice of
discrimination.
      The term “pattern or practice” is not defined
in the FHA but has generally been interpreted to
mean that the discrimination must not be
isolated, sporadic, or accidental. Also, while
there is no minimum number of incidents that
must be proven as a prerequisite to finding a
pattern or practice of discrimination, a party
does not have to discriminate consistently to be
engaging in a pattern or practice.
      What the facts in the judicial decisions and
the examples in the interagency policy statement
indicate, however, is that a “pattern or practice”
involves some degree of action or conduct toward
a protected person. In particular, the policy
statement specifically refers to a lender’s
“conduct” in describing factors relevant to a
“pattern or practice” determination.
      Even in the absence of a discriminatory
policy, evidence of a contractor’s discriminatory
actions may still affect the bank when the bank
hires the contractor to act as the bank’s agent.
According to agency law, a principal generally is
liable for the acts of its agents. Thus, if the
contractor’s actions constitute a pattern or
practice of discrimination (even if the contractor
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alleged that he or she followed
nondiscriminatory criteria), the bank may be
liable as principal for those actions. The fact that
a single agent acted without express direction by
the principal should not preclude a finding of
liability.
      Under the FHA, which protects persons
from discriminatory housing treatment that is
about to occur, a discriminatory policy (even if
not acted on) could nevertheless signal the
likelihood of imminent discriminatory
treatment and could provide a basis for a charge
by the Secretary of HUD. In accordance with
Executive Order 12892, the OCC must notify
HUD whenever it has received information
“suggesting a violation” of the FHA and the
OCC must forward such information to the
DOJ if it “indicates a possible pattern or
practice.”
      When there is an openly declared or
otherwise manifested policy that discriminates
on a prohibited basis, it is not necessary to prove
that the policy was consistently followed in
order to believe that a pattern or practice
existed. The written appraisal report guidelines
of the bank did contain discriminatory familial
status considerations. Moreover, under the FHA,
any consideration by a lender or appraiser of a
prohibitive factor such as familial status
constitutes discrimination. Although the
appraiser failed to provide a designated park
quality rating as detailed by the guidelines, this
does not alter the fact that he applied familial
status considerations as one of the stated reasons
for discounting the properties. While the
appraiser had the latitude under the law to
consider legitimate market and economic factors
in appraising particular properties, any
consideration of a prohibited factor such as
familial status (rather than fair market value
derived from comparable sales) is sufficient
reason to believe that discrimination occurred.

Conclusion

      The ombudsman concluded that there was
sufficient reason to believe that a violation of the
FHA occurred and, as such, remanded to the
OCC’s supervisory office the matter of
notification to the U.S. Department of Housing
and Urban Development and a referral to the
U.S. Department of Justice.

Appeal of Potential Violation of the Equal
Credit Opportunity Act—Disparate
Treatment on the Basis of National Origin

Background

      A Competitive Equality Banking Act
(CEBA) institution filed a formal appeal with
the ombudsman’s office concerning potential
violations of the Equal Credit Opportunity Act
(ECOA). The potential violations involved
possible disparate treatment on the basis of
national origin. The institution received
correspondence stating the Office of the
Comptroller of the Currency (OCC) had
determined that it has reason to believe the bank
engaged in a pattern or practice of violating the
ECOA and Regulation B by treating Spanish-
language applicants less favorably than similarly
situated English-language applicants involving a
co-branded credit card.   Specific practices
included holding Spanish-language customers to
a different standard of approval, excluding them
from certain promotional credit services
commonly offered to English-language
customers, and assigning them lower credit
limits.
      In the early 1990s, the bank established a
co-branding credit card relationship with a
company whereby the bank offered a credit card
through “take-one” applications in company
stores.  The bank’s initial program offered
applications in the English language only.
However, the following year, the bank began
offering Spanish-language application forms in
order to reach out to predominately Spanish-
speaking communities.
      In order to keep track of the Spanish-
language program’s performance and to facilitate
recordkeeping requirements, the bank created a
separate subfile of the co-branded portfolio in its
processing systems. At the time the Spanish-
language program was started, the underwriting
standards were no less favorable than those used
to underwrite the English-language accounts.
The terms and conditions of both credit card
groups, including fees, charges, and credit line
assignments, were the same for both Spanish-
and English-speaking account holders.
      The only distinction between the handling
of accounts originated through Spanish- and
Englishlanguage applications was that the subfile
of accounts generated from the Spanish-
language applications was placed on a marketing
“exclusion” list. Any accounts on this particular
list did not receive marketing mailings for
special balance consolidation offers or similar
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promotional programs. Bank management felt
that these customers had made a clear election
to be treated as Spanish-language applicants, and
they therefore might take offense at periodically
receiving promotional materials in the English
language. Since the number of accounts
generated from the Spanish-language application
process was relatively low, the bank also felt that
they could not justify the additional business
expense of having promotional materials
translated into the Spanish language for the
relatively small group of account holders (less
than 2,000).
      Periodically, it was the bank’s policy to
conduct an analysis of each credit card program
in order to evaluate its overall performance and
profitability (i.e., a loss control analysis). The
purpose of these periodic analyses was to
identify if underwriting standards and
application processing needed to be changed,
based on the performance of the specific pool.
The bank’s credit card portfolio was separated
into “subfiles” of various sizes for each type of
co-branding card. The bank’s policy was that it
was cost effective to conduct the loss analysis of
the largest subfile first.
      Accordingly, in early 1996 the bank
conducted an analysis of the English-language
application subfile. Consistent with the bank’s
policy, management did not review the Spanish-
language subfile because it was considered too
small. As a result of the analysis, credit score
cutoffs and credit line assignment matrices for
the English-language applications were lowered
in an effort to address loss issues. Because the
Spanish-language application subfile was very
small, the bank did not apply the same
underwriting standard changes to the Spanish-
language generated account holders. This change
in application processing resulted in unequal
treatment of the Spanishlanguage application
group of customers.
      In addition to the application of different
underwriting standards between the English-
and Spanish-language portfolios, disparate
treatment was also found in the differences of
the availability of credit-related programs
between the two groups. As a result of
management’s original decision to place
Spanish-language accounts on their internal
marketing “exclusion” list, many Spanish-
language account holders were excluded from
certain skip-a-payment and balance
consolidation programs offered to English-
applicant account holders. Because these
programs had an impact on credit terms but
were only offered to one group, the effect was

that different services and potentially less
favorable credit terms were provided to
cardholders of Spanish-language origin.
      During the examination, management stated
that their practices of disparate treatment were
unintentional and isolated.  Upon notification
of these findings, management took actions to
cease the potentially discriminatory practices
and address the problem.  In particular, all credit
card applications were processed using the same
decision tree, all Spanish- and English-language
applications were treated equally in terms of
credit score cutoffs and line assignments, and all
Spanish-language applicant account holders
were included in marketing and special
promotion programs.  In addition, management
identified those Spanish-language applicants
who were improperly denied credit or given
lower credit lines as a result of the possible
disparate treatment. They subsequently
completed the process of offering credit cards or
increasing credit lines to those persons identified
as part of the affected pool.  Management also
took steps to correct deficient internal controls
and compliance management weaknesses, which
will improve management oversight.
      The OCC conducted an examination of the
bank’s compliance with fair lending statutes. The
agency concluded that there was “reason to
believe” that the bank imposed different credit
requirements on applicants based on their
national origin, in violation of ECOA. The
agency stated there was “reason to believe” that
the bank engaged in a pattern or practice of
violating ECOA by treating its Spanish-language
applicants and customers less favorably than
similarly situated English-language customers.
The supervisory office concluded that it was
therefore obligated to refer this matter to the
U.S. Department of Justice.
      The bank appealed this decision to the
ombudsman based on the following issues:

1. Because of fewer cardholders and costs
involved, it is an industry practice not to
offer subfile cardholders the same
promotional opportunities that are made
available to the mainfile cardholders.
Therefore, the different treatment of the
Spanish-language subfile did not constitute
disparate treatment or disparate impact and
was not a violation of ECOA.

2. The potential number of accounts is too
small to support a finding of a pattern or
practice of discrimination.
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Discussion

      While it may be industry practice to treat an
account subfile differently, this practice may
result in disparate treatment or disparate impact.

      The ECOA, 15 USC 1691(a), prohibits a
creditor from discriminating against an
applicant on a prohibited basis regarding any
aspect of a credit transaction. The implementing
regulation 12 CFR 202.4 (Regulation B) defines
prohibited basis as follows:

Prohibited basis means race, color, religion,
national origin, sex, marital status, or age
(provided that the applicant has the capacity
to enter into a binding contract); the fact
that all or part of the applicant’s income
derives from any public assistance program;
or the fact that the applicant has in good
faith exercised any right under the Consumer
Credit Protection Act or any state law upon
which an exemption has been granted by the
Board. (12 CFR 202.2 (z))

      While the ECOA does not define the term
“pattern or practice” the “Interagency Policy
Statement on Discrimination in Lending” offers
guidance on the meaning of a pattern or
practice.  The policy statement states that
“repeated, intentional, regular, usual, deliberate,
or institutionalized practices will almost always
constitute a pattern or practice” of lending
discrimination but “isolated, unrelated, or
accidental occurrences will not.”  In assessing
whether a pattern or practice exists, the OCC
considers the totality of circumstances, including
the following factors:

• Whether the conduct appears to be
grounded in a written or unwritten policy or
established practice that is discriminatory in
purpose or effect.

• Whether there is evidence of similar conduct
by a bank toward more than one applicant.

• Whether the conduct has some common
source or cause within the bank’s control.

• The relationship of the instances of conduct
to one another.

• The relationship of the number of instances
of conduct to the bank’s total lending
activity.

      This list of factors is not exhaustive and
whether the OCC finds evidence of a pattern or
practice depends on the egregiousness of the
facts and circumstances involved. Each inquiry
is intensively fact-specific and there is no
minimum number of violations that will trigger
a finding of a pattern or practice of
discrimination.
      The term “pattern or practice” is not defined
in the ECOA but has generally been interpreted
to mean that the discrimination must not be
isolated, sporadic, or accidental. Also, while
there is no minimum number of incidents that
must be proven as a prerequisite to finding a
pattern or practice of discrimination, a party
does not have to discriminate consistently to be
engaging in a pattern or practice.
      What the facts in the judicial decisions and
the examples in the policy statement indicate,
however, is that a “pattern or practice” involves
some degree of action or conduct toward a
protected person.  In particular, the policy
statement specifically refers to a lender’s
“conduct” in describing relevant factors to a
“pattern or practice” determination.

Conclusion

      The ombudsman concluded that there was
sufficient reason to believe that a violation of the
ECOA occurred and, as such, remanded to the
OCC’s supervisory office the matter for referral
to the U.S. Department of Justice.

Appeal of Potential Violation of the Equal
Credit Opportunity Act and the Fair
Housing Act—Disparate Treatment on the
Basis of Race and National Origin

Background

      An institution filed a formal appeal with the
ombudsman’s office concerning potential
violations of the Equal Credit Opportunity Act
(ECOA) and the Fair Housing Act (FHA).  In
addition to the core disagreement with the
potential violations, the appeal also highlighted
the bank’s concern with the following:

• Lack of an acknowledgment of the bank’s
response to the agency’s initial findings;

• Concerns about prejudgment by the
examination staff; and

• The impact of hearsay from former bank
employees on the agency’s conclusions.
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      The potential violations involved possible
disparate treatment on the basis of race and
national origin. The institution received
correspondence stating the Office of the
Comptroller of the Currency (OCC) had
determined it had reason to believe the bank
engaged in a patten or practice of treating white,
Hispanic, and black applicants for home
mortgage loans less favorably than Asian
applicants. Beginning in the early 1990s, the
bank regularly made home purchase loans
through two channels: a wholesale mortgage
division and the retail loan department. The
wholesale division generated a significant
volume of home purchase and home refinance
loans, primarily referred by brokers, while loans
originated through the retail loan department
generated a much lower volume.
      During this time period, the bank also
offered a special “low-documentation” loan
program. The program characteristics were a low
loan-to-value, no requirement of a social security
number or credit history, acceptance of overseas
funds for down payment, nonresident aliens
could qualify, and minimal documentation.
These loans were retained on the bank’s books.
      To evaluate the bank’s fair lending
performance, the OCC conducted a
comparative file analysis both manually and by
statistical modeling. The manual analysis
compared the treatment of Asian applicants with
the treatment of white, Hispanic, and black
applicants. The statistical analysis, which
consisted of a legitimate regression model,
compared the treatment of Asian and white
applicants. There was an insufficient number of
applications from Hispanics and blacks to
permit statistical analysis of their treatment.
      The manual file analysis showed evidence of
discriminatory practices that indicated that more
stringent underwriting standards were applied to
whites, Hispanics, and blacks than to Asians.
Differing treatment was found in the following
areas:

• Requiring asset and income verifications;

• Handling discrepancies in applications or
credit bureau reports;

• Offering of counteroffers;

• Reviewing credit history;

• Handling applicant occupancy; and

• Handling related buyers and sellers.

      Statistical analysis, in the form of a
regression model, was used to refine and extend
the judgmental analysis. The same conclusions
occurred. The results identified instances where
it appeared Asian applicants were qualified more
frequently than similarly situated non-Asian
applicants. Whites had largely increased odds of
being denied home loans, even after controlling
for other variables in the regression analysis that
were critical to the underwriting process.
Subsequent discussions with officers, employees,
and two former employees of the bank failed to
mitigate most of the instances of apparent
difference in treatment identified from the file
sample. After evaluating all the evidence,
including the bank’s response, the OCC
concluded there remained reason to believe the
bank had potentially engaged in a pattern or
practice of discrimination against non-Asian
applicants for home loans. Therefore, the OCC
concluded it was obligated to refer this matter to
the U.S. Department of Justice and to notify the
U.S. Department of Housing and Urban
Development.

Discussion

      The ECOA, 15 USC 1691(a), prohibits a
creditor from discriminating against an
applicant on a prohibited basis regarding any
aspect of a credit transaction. The implementing
regulation 12 CFR 202.4 (Regulation B) defines
prohibited basis as follows:

Prohibited basis means race, color, religion,
national origin, sex, marital status, or age
(provided that the applicant has the capacity
to enter into a binding contract); the fact
that all or part of the applicant’s income
derives from any public assistance program;
or the fact that the applicant has in good
faith exercised any right under the Consumer
Credit Protection Act or any state law upon
which an exemption has been granted by the
Board. (12 CFR 202.2 (z))

      The Fair Housing Act (FHA), 42 USC
3605, prohibits a lender from discriminating on
a prohibited basis in a residential real-estate-
related transaction (including the making of
loans) or in the terms or conditions of the
transaction. The implementing regulation, 24
CFR. 100.130, states it shall be unlawful for any
person or entity engaged in the making of loans
or in the provision of other financial assistance
relating to the purchase, construction,
improvement, repair, or maintenance of
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dwellings, or which are secured by residential
real estate, to impose different terms or
conditions for the availability of such loans or
other financial assistance because of, among
other factors, race and national origin.
      While the ECOA and the FHA do not
define the term “pattern and practice,” the
“Interagency Policy Statement on
Discrimination in Lending” offers guidance on
the meaning of a pattern or practice. The policy
statement states that “repeated, intentional,
regular, usual, deliberate, or institutionalized
practices will almost always constitute a pattern
or practice” of lending discrimination but
“isolated, unrelated, or accidental occurrences
will not.” In assessing whether a pattern or
practice exists, the OCC considers the totality of
the circumstances, including the following
factors:

• Whether the conduct appears to be
grounded in a written or unwritten policy or
established practice that is discriminatory in
purpose or effect.

• Whether there is evidence of similar conduct
by a bank toward more than one applicant.

• Whether the conduct has some common
source or cause within the bank’s control.

• The relationship of the instances of conduct
to one another.

• The relationship of the number of instances
of conduct to the bank’s total lending
activity.

      This list of factors is not exhaustive and
whether the OCC finds evidence of a pattern or
practice depends on the egregiousness of the
facts and circumstances involved. Each inquiry
is intensively fact-specific and there is no
minimum number of violations that will trigger
a finding of a pattern or practice of
discrimination.
      The term “pattern or practice” is not defined
in the ECOA or the FHA but has generally been
interpreted to mean that the discrimination
must not be isolated, sporadic, or accidental.
Also, while there is no minimum number of
incidents that must be proven as a prerequisite
to finding a pattern or practice of
discrimination, a party does not have to
discriminate consistently to be engaging in a
pattern or practice.
      What the facts in the judicial decisions and

the examples in the policy statement indicate,
however, is that a “pattern or practice” involves
some degree of action or conduct toward a
protected person. In particular, the policy
statement specifically refers to a lender’s
“conduct” in describing relevant factors to a
“pattern or practice” determination.

Conclusion

      The ombudsman reviewed the issues noted
in the bank’s appeal letter, the bank’s response to
the district’s initial conclusions, and all relevant
supporting internal and external documents.
Discussions were held with appropriate bank
managers and involved OCC staff. Based on this
comprehensive analysis, we arrived at the
following conclusions.
      The ombudsman concluded that there was
sufficient reason to believe that violations of the
ECOA and the FHA occurred and remanded to
the OCC’s supervisory office the matter of
notification to the U.S. Department of Housing
and Urban Development and a referral to the
U.S. Department of Justice.
      While the OCC supervisory office did not
send a written acknowledgment of the bank’s
response to the OCC’s initial conclusions, that
fact alone did not mean that the additional
information supplied by the bank was not
considered in the OCC’s final decision to refer
the violations of ECOA and FHA to the
Department of Justice. In fact, the ombudsman
found that the bank’s response was carefully
analyzed and considered in detail by OCC bank
supervisory and enforcement offices prior to
rendering the final decision. As a result, this
issue was not remanded back to the OCC’s bank
supervision and enforcement staff for further
analysis. However, based on the concerns
identified in the appeal, the OCC will, in the
future, acknowledge initial conclusion
submissions. The ombudsman found no evidence
of prejudgment by OCC staff, or any undue
reliance on hearsay from former bank employees at
any point in the decision-making process.

MISCELLANEOUS SAFETY AND
SOUNDNESS ISSUES

Classification of a Credit

Background

      A formal appeal was received concerning a
loss classification of a bank’s asset. The bank has
a certificate of deposit placement in a foreign
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financial institution. The foreign central bank
intervened and closed the financial institution.
      The Report of Examination explains that the
asset classification was based on the following
factors:

• Two years have elapsed since intervention by
the central bank of this financial institution,

• The prospects and time for recovery of this
unsecured placement are still unknown,

• The protracted nature and uncertainty of
this recovery effort have rendered the full
collection of principal and interest unlikely,
and

• Classification as a bankable asset is
unwarranted.

      The bank appealed, indicating management
is confident that the liquidation process will
continue and a sale or liquidation will occur.
Also, management does not believe the asset is
worthless and that the bank should be allowed
to continue to carry the entire amount of the
asset in the allowance for credit losses until the
magnitude of loss can be determined.

Discussion

      Generally, a bank must promptly charge off
the amount of any confirmed loss. For
unsecured credit, bankruptcy or protracted
delinquency may confirm the fact of loss and
require a charge off. This bank’s asset is
internally rated doubtful, on nonaccrual, and
100 percent reserved in the allowance for credit
losses. The outlook for when and how much it
expects to collect is vague and largely dependent
on circumstances beyond the bank’s control.
      During the appeal process, the bank received
and forwarded to this office correspondence
from its legal counsel regarding the future
prospects for collection of the foreign asset. The
letter reports that the bank should be confirmed
by the foreign court as a privileged creditor for
50 percent of its verified credits within the next
120 days.

Conclusion

      In view of the new information, this office
concluded that the bank should recognize one-
half of the asset as loss in the current fiscal
quarter. Further, in the event the bank is not
confirmed by the foreign court as a privileged

creditor for 50 percent of the asset by the end of
the following fiscal quarter, the remaining book
balance should be charged off. The residual
balance, after recognition of the 50 percent
charge-off, should remain fully reserved for
allowance for loan and lease losses purposes.

Classification of a Credit

Background

      A bank filed an appeal requesting the
ombudsman’s office to reassess two findings
listed in its most recent Report of Examination
(ROE). The bank disagreed with the following
conclusions:

• The loss portion of a loan with a split
classification of substandard/loss, along with
the request for an additional 15 percent
reserve requirement on the same loan; and

• Comments relating to the deficiencies in the
bank’s process to maintain an adequate
allowance for loan and lease losses (ALLL).

      In the appeal letter, management
acknowledges that the borrower is troubled, and
that the credit is a collateral-dependent,
classified loan. The disagreement comes with the
valuation of the collateral. The credit is
collateralized by several oil and gas leases. The
bank values the leases by taking the average gross
monthly revenue times the working interest
percentage, less the borrower’s share of average
lease operating expenses, times 36 months. The
supervisory office used the same method;
however, the accounting for the expenses
associated with the leases differed. In addition,
the supervisory office did not give the bank any
credit for the related equipment because the
bank’s last inspection did not list the equipment
individually. Bank management stated that the
equipment had not changed significantly from
the previous valuation and that inspection did
list each piece of equipment with values. The
bank’s value of the collateral was twice the
amount of the supervisory office’s valuation.
The amount of loss identified during the
examination was the difference between the
supervisory office’s valuation and the amount of
outstanding debt. Bank management had a
specific allocation equal to 25 percent of the
outstanding debt earmarked in the ALLL. After
the charge-off of approximately one-third of the
credit, the supervisory office requested
management to reserve an additional 15 percent
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of the remaining debt in the ALLL. Bank
management agreed to provide an additional 1
percent, but did not feel anything above that
amount was necessary because, from their
perspective, there was adequate collateral
coverage.
      In reference to the comments relating to the
deficiencies in the bank’s process to maintain an
adequate ALLL, bank management stated the
bank’s process follows the guidance provided in
the OCC Comptroller’s Handbook booklet,
“Allowance for Loan and Lease Losses” (June
1996). The bank does not use the stated
percentages incorporated into the interagency
policy statement for classified credits, because
they provide a specific allocation for each
classified credit. During the examination, two
scenarios were presented to management that
slightly increased the bank percentages applied
in two ranges for “pass” credits. Management
agreed to increase those levels.

Discussion

      If a bank takes producing oil-and-gas
properties as collateral on a credit, the bank
must have the capacity to accurately assess the
present value of the pledged reserves. A current
reserve-based engineering report is the most
appropriate and commonly accepted industry
practice to value such reserves. Typically, the
discounted present value of future net income of
the oil-or-gas reserve is based primarily on
proven, developed, producing properties.
Dedicated revenues generated from the sales of
oil-and-gas reserves should facilitate the orderly
amortization of the production loan in a timely
manner. The subject loan has been on the bank’s
books for over 10 years and, while there have
been some paydowns, additional advances have
left the balance stagnant. Although the monthly
income from the properties gives some
indication of past performance from these
properties, the future cash flow of the properties
can only be determined through the discounted
present value of future net income established by
current independent engineering reports.
      Every national bank must have a program to
establish and regularly review the adequacy of its
ALLL. The ALLL must be maintained at a level
that is adequate to absorb all estimated inherent
losses in the loan and lease portfolio as of its
evaluation date. A bank that fails to maintain an
adequate allowance is operating in an unsafe and
unsound manner.

      To establish and maintain an adequate
allowance, a bank must:

• Understand the purpose of the allowance.

• Be able to recognize its problem loans.

• Have a sound analytical process for
estimating the amount of inherent loss in its
loan portfolio.

      The ALLL is a valuation reserve maintained
to cover losses that are probable and estimable
on the date of the evaluation. The ALLL is not a
cushion against possible future losses; that
protection is provided by capital.

Conclusion

      Bank management requested a current
engineering report during the course of the
ombudsman review. The ombudsman concluded
that until the engineering report is completed,
which will establish a supported value for the
assigned collateral, the bank can recapitalize the
charged off portion of the credit. The
ombudsman directed the debt to be classified as
a substandard asset and placed on nonaccrual.
At the time the engineering report is completed,
management agreed to make any appropriate
adjustments (charge-offs). Also, once the value
of the collateral is established through the
engineering report, an orderly plan of
amortization should be established consistent
with the dedicated revenue stream arising from
the producing reserves.
      With the rebooking of the charged-off loan,
the balance in the ALLL is considered adequate.
Since the examination, the bank has enhanced
its analysis of the ALLL to address the necessary
factors.

ACCOUNTING ISSUES

Appeal of Appropriate Treatment of
Intercompany Transactions

Background

      A bank filed a second-tier appeal with the
ombudsman regarding the appropriate
accounting and legal treatment of certain
intercompany transactions, sometimes referred
to as “round trip dividends.” The transactions
represent a series of substantially simultaneous
events between the bank and its parent
companies in accordance with a preexisting
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regulatory commitment. The transactions
facilitate amortization of a note payable from a
subsidiary corporation to the parent holding
company. The parent holding company owns
100 percent of the subsidiary corporation, which
owns 100 percent of the bank. At issue was
whether the funds could be returned to the bank
as undivided profits or as surplus, and whether
they reduced the bank’s dividend-paying
capacity under 12 USC 56, Prohibition on
withdrawal of capital; unearned dividends, and 12
USC 60, Dividends.
      Bank management questioned whether the
bank should treat each intercompany transfer as
a separate payment or whether it could view the
payments together at their net amount.  In the
latter case, the substance of the transactions
would be a nonevent for accounting purposes
and, thus, for legal dividend purposes as well.
The OCC agreed to allow the bank to treat
future payments as a net transaction for
accounting and legal purposes under the
following conditions: 1) the parent companies
formally commit to immediately return the
funds to the distributing bank and 2) the
entities establish an escrow agreement to ensure
compliance with the agreement.  The agency
concluded, however, that previous intercompany
payments made before the bank established the
escrow arrangement should be viewed as
separate transactions. The OCC decided that
the bank should account for historical payments
to its parent companies as dividends, and the
return of the funds to the bank as capital
contributions, not additions to undivided
profits.

Discussion

      The statute (12 USC 60(b)) requires a
national bank to obtain prior OCC approval if
the total of all dividends declared in any one
calendar year exceeds the total of its net income
of that year plus the retained net income (net
income less dividends) for the preceding two
years. The legislative history of the statute
indicates that its intent was to protect the capital
of national banks. It provides the OCC with a
legal mechanism to prevent national banks from
dissipating their capital through dividend
payments.
      Bank management claims they never
considered these intercompany payments to be
dividends.  In order to provide the fullest
possible disclosure of intercompany transactions
to their regulators, the bank reported the
payments from the bank as cash dividends and

their return to the bank as “other transactions
with parent holding company.” In reality,
however, these transactions constituted a series
of substantially simultaneous events fully in
accord with a preexisting regulatory
commitment. Consequently, the capital
accounts on the bank’s books are not affected.
      Generally accepted accounting principles do
not specifically address the treatment of these
intercompany payments. The Financial
Accounting Standards Board’s “Statements of
Concepts,” however, give preference to
economic substance over legal form. The bank’s
external accountants, a “big six” accounting
firm, provided a letter stating that the substance
and economics of the transactions should be
viewed together as a nonevent for accounting
purposes. The related transactions, therefore,
should be accounted for on a net basis without
affecting the bank’s undivided profits account.
      In this case, the accounting largely drives the
legal question regarding the applicability of 12
USC 60. If the intercompany payments are not
dividends, the dividend statutes do not apply.

Conclusion

      The ombudsman concurs with the chief
national bank examiner that future payments
and receipts of the same amounts made under
the escrow arrangement represent a net
transaction for accounting and legal purposes.
These payments do not meet the basic elements
of a dividend payment in that the funds
effectively do not leave the bank. From a safety
and soundness perspective, the ombudsman
believes the escrow arrangement provides a
reasonable safeguard against the potential
dissipation of bank capital.
      The ombudsman also concurs with the chief
national bank examiner that the previous
intercompany payments made before the bank
established the escrow arrangement should
normally be treated as dividends. The proper
handling would have been to use the escrow
arrangement for these payments.  In this rather
unusual case, however, the ombudsman is
willing to allow these historical payments to be
treated as a net transaction for accounting and
legal purposes. The ombudsman bases this
exception on four primary factors: 1) the bank’s
initial perspective that these payments did not
represent dividends in the normal sense of the
term; 2) the economic substance of the
transaction; 3) the bank’s demonstration that the
parent companies immediately returned the
funds to the bank according to plan; and 4) the

PART V
APPEAL SUMMARIES



○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○ ○ ○ ○ ○ ○ ○○ ○ ○ ○ ○ ○ ○

National
Banks

National
Banks

PublicPublic OCCOCC

Other
Regulators

Other
Regulators

OMBUDSMAN
Customer-Focused
OMBUDSMAN
Customer-Focused

○

○

○

○

○

○

○

○

○

○

○

○



Report of the Ombudsman

42

existence of a formal commitment to ensure
return of the payments. Also, because of the
unusual nature of these transactions, the bank
was unaware of the necessity of the escrow
arrangement and acted in good faith to

accomplish the objective of not dissipating the
bank’s capital. The ombudsman granted this
exception on the condition that the bank amend
previously filed call reports that reflected these
payments as dividends, if significant in amount.

PART V
APPEAL SUMMARIES


